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Cost- and Demand-Induced Inflation 


The inflationary process which has now been going on for a 
number of years has given rise to a controversy among economists 
concerning the origin of the continual rise in the general price 
level. One group holds that wage increases, because they exceed 
the increase in productivity per unit of labour, force the entrepre- 
neurs to raise prices — i.e. that what we are witnessing is a cost- 
induced inflation. Representatives of this group buttress their thesis 
by pointing to statistical calculations which do indeed seem to show 
that in the recent past wages in a number of countries rose faster 
than productivity. A second group asserts that the inflation is 
“ demand-induced ”; we are confronted not with a “ cost-push” but 
with a “demand-pull” inflation. They, too, can point to some 
empirical facts which seem to substantiate their view; in particular, 
they draw attention in the case of Great Britain to the existence 
(up to 1957) of what is called “ over-full employment ”, i.e. the fact 
that job vacancies exceed job applications, which to them suggests 
that, if labour markets were truly competitive, wages would be 
even higher than they actually are, under collective bargaining. To 
lend further support to their thesis, they point to the fact that the 
hourly earnings of labour have (owing to the higher proportion of 
overtime) risen faster than the contractual rates of pay and that 
the ability of employers to pay these higher rates again seems to 
suggest that the inflation emanated from the demand side. Accord- 
ing to these economists, excessive investments or budget deficits 
must be the culprit. No agreement has yet been reached between 
the two groups concerning the nature of the recent inflationary 
process. 

We shall here try to establish theoretically what economic 
phenomena a cost-induced and demand-induced inflation, respect- 
ively, may be expected to produce; this procedure will provide us 
with criteria which can be used to decide whether the empirical 
evidence points to the one or the other type of inflation. 
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1. Conditions for Price Stability 


We shall first summarise the conditions for preserving a stable 
price level in an economy in which there is an increase in pro- 
ductivity per unit of labour. We may assume, to begin with, that 
the increase in productivity is the same in all branches of economic 
activity, and also that there is no increase in the working population. 

Let Po (=1) be the price level, 5 the relative share of wage 
income and 1— 6 the relative share of non-wage income (profits 
including interest) in the value of output in the base period. Let 
Wi, Ei, and Qi represent, respectively, wage income, non-wage 
income and output per unit of labour (productivity) in period 1 as 
measured by an index equal to unity in the base period. Assume 
an elastic money supply. If then in period 1 prices are to remain 
the same as in the base period the following equation must hold 


bWi + (1 — b) Ei 
Or 


As a starting point let us take the case in which Wi and Ei 
both equal Q:. This means that wages and profits rise at the same 
rate as productivity, the relative shares of wage income and non- 
wage income in the value of output are unchanged, and the price 
level remains the same as in the base period. It is this situation 
which seems generally to be regarded as the “ ideal” one. 

It must, however, be considered as subject to an important 
qualification. An increase in productivity per unit of labour is more 
often than not associated with a greater capital intensity of the 
productive process, i.e. more capital per unit of labour. If capital 
per unit of labour increased percentagewise more than productivity, 
the relative share of profits in the value of output would have to 
rise if the profit rate were to be maintained. In this case an increase 
in wages fully proportionate to that in productivity would — under 
the assumption of an elastic money supply — lead to higher prices 
unless entrepreneurs were content to let the profit rate fall. In 
other words, the increase in wages would here have to lag some- 
what behind that in productivity if prices were to remain stable. 
Nevertheless we shall assume for purposes of the subsequent analysis 
that entrepreneurs are satisfied so long as the relative share of 


Pi=Po= 
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profits in the value of output is maintained, which is the same as 
assuming that they always mark up the costs per unit of output 
by a constant percentage to cover interest and profit. This assump- 
tion, while it greatly simplifies the exposition, constitutes a consider- 
able restriction on the generality of the analysis; and many con- 
clusions must be qualified to allow for cases where the assumption 
would not be valid. It should, however, not be difficult for the 
reader to do this for himself; and I shall therefore not refer to this 
restriction at every point. 

The condition on the monetary side for the “ ideal” situation 
described above, is that aggregate demand shall increase at the same 
percentage rate as productivity per unit of labour, or, provided that 
the velocity of circulation is constant, that the money supply shall 
increase at this rate. We may suppose that the additional money 
enters the system via borrowing by the entrepreneurs from the 
banks *. The amount the entrepreneurs borrow must, however, 
be greater than the addition to the wage bill, if the price level and 
the relative share of profits in the value of output are to be main- 
tained. We must therefore suppose that part of the borrowed money 
is used to finance investment over and above the additional working 
capital which is the counterpart of the higher wage bill. 

We may now drop one of the assumptions made above viz., 
that productivity increases at the same rate in all branches of the 
economy. It is then the average increase in productivity which 
decides at what rate the money supply should be increased. The 
prices of the products of those industries in which the increase in 
productivity is more than average will fall, whereas the prices of 
the products of those industries in which the increase in productivity 
is less than average will rise, the general price level remaining 
stable. This process of relative changes in the price structure may, 
of course, temporarily be accompanied by exceptionally low profits 
or even losses in some branches of activity, and exceptionally high 
profits in others. Thus, if demand shifts in favour of the industries 
with a more than average increase in productivity, and away from 
those with a less than average increase, the prices of the products 


* We here disregard the possibility that these additional investments might be made by 
the government instead of by business; nor do we consider cases in which that part of the 
additional money which is not required for wage payments enters the system via borrowing 
for consumption purposes, either by the government or by private individuals. 
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of the first group will not fall immediately, and exceptionally high 
profits will result, whereas the second group of industries will not 
be able to raise prices in line with the increase in their money 
costs. This group will shrink relatively while the first group ex- 
pands, but the price level will remain unaffected, and the process 
of shrinking and expanding will finally draw relative prices back 
into line with relative costs. 

The dropping of another of the assumptions made so far 
— that there is no increase in the labour force — requires, of course, 
as a condition for the price level to remain stable, that the propor- 
tional increase in the money supply should be greater than the 
proportional increase in the average productivity of labour. If q is 
the percentage increase in the productivity of the labour force 
already employed, and if the addition to the labour force is k per 
cent, then, assuming constant velocity of circulation, the money 
supply has to increase by an amount which is g +k (1 +4) per cent 
of the money supply in the preceding period. 

We have established as the two conditions for the maintenance 
of the price level that a) wage increases should reflect the current 
increase in average productivity, and b) the monetary authorities 
should expand the money supply (in the case of a stationary work- 
ing population) at the same percentage rate as the increase in pro- 
ductivity. This goal, so precisely defined, is clearly impossible of 
achievement. Neither labour nor the monetary authorities can know 
how fast average productivity is currently rising, and it may easily 
happen that temporarily wage increases run ahead of (or lag behind) 
the increase in productivity, or that aggregate demand exceeds (or 
falls short of) what is required to keep the price level stable. The 
maintenance of rough stability in the price level is, however, not 
seriously endangered by this lack of perfect day-to-day adjustment, 
since prices do not react so promptly to changes in costs and in 
demand. 

Thus, if wage increases exceed (or fall short of) increases in 
productivity only temporarily, it is profits that will be squeezed (or 
inflated) rather than prices that will rise (or fall). Only if wages 
persistently rise faster than productivity over a prolonged period 
will the result be either wage-induced inflation or unemployment; 
which it is depending on whether the monetary authorities are 
willing to let aggregate demand expand sufficiently or whether, 
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despite the danger of unemployment, they restrict the money 
supply. 

If, on the other hand, wages do not rise more than in propor- 
tion to average productivity, but the monetary authorities let aggre- 
gate demand increase more than in proportion, the excess demand 
is likely to be satisfied at first from inventories; and, similarly, if 
the increase in demand temporarily falls short of the increase in 
productivity, the deficiency is likely to be reflected in inventory 
accumulation. Only if aggregate demand continually rises more 
(or less) than productivity will the price level rise (or fall). 

In short, temporary deviations from the rule that wages and 
aggregate demand should expand pari passu with productivity need 
not interfere with the maintenance of a roughly stable price level. 


2. Cost-Induced Inflation 


Let us now consider the case of a wage-induced inflation under 
the assumption that the monetary authorities are prepared to provide 
the required increase in the money supply. We shall also assume 
that entrepreneurs succeed in raising the prices of their products in 
such a way that the relative share of their profits in the value of 
output is maintained. This means that in the formula 


bW, + (1 — 5) E, 
Or 


. Wi . Er , 
the expression must be equal to the expression _. Pi will then 
1 
1 


1 
be higher than Po, provided that 0 is greater than unity. The 


1 


price level will rise to Po ° ne , or simply tn , with the result that 
1 1 


that part of the money-wage increase which is not based on an 
increase in productivity will, in real terms, be nullified. 

In period 2, when wage earners again try to raise their wages, 
they will take account of the fact that the price level is now higher. 
We shall, therefore, assume that they demand money-wage increases 
which are made up of two components, a cost-of-living adjustment 
and another part intended to raise the real wage. 


P\= 
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The wage level in period 2 will then rise, on account of the 


' , ; , Wi 
increase in the price level in period 1, to-—- - Wi and this value 
1 


will be multiplied by another factor W: on account of the demand 
for an increase in the real wage; so that the money wage rises on 
Wi 


the whole to W2 ° * Wi. The price level in period 2 will 


1 

W2 Wi 
2 1 W: 

ivity in period 2 on the base Qi = 1. Even if equals unity, 

. . . a Wi : ; 
the price level in period 2 still rises to - W, as compared with 

1 
in period 1; i.e. even if in period 2 the new wage increase (ex- 


consequently be * Wi, where Q: is the index of product- 


1 

cluding the cost-of-living adjustment) no more than corresponds to 
the increase in productivity, the cost-of-living adjustment necessitated 
by the price rise in the previous period will lead to a new price 
rise in the current period. 

A numerical example may make this double process of wage 
raising clearer. If in period 1 a wage increase of 20 per cent is 
granted (so that W: is 1.2), and if productivity rises by 10 per cent 


,; —— 1.2 , 

(Qi: = 1.1.), the price level will rise to = 1.09. In period 2 
1.1 

wage earners ask for an adjustment of their money wages to this 

2 

higher price level, and this brings money wages up to 1.2 x 

1.1 


) = 1.31. In addition, they ask for an increase intend- 





(= Wi: 
1 
ed to raise their real wages, say, by 20 per cent (W: = 1.2), so that 
, Wi 
their money wages rise on the whole to 1.31 x 1.2(= Wi: : 
1 
W: = 1.57. Assuming that productivity again rises by 10 per cent 


1 W 
(Qz = 1.1), the price level will rise to 1.43 (= Wi ° eee ). 


Qi Q: 
There are thus two factors which determine the pace of a cost- 
induced inflation in the period following a new wage round. The 
first one is the cost-of-living adjustment, which depends on the ratio 
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of the preceding wage increase to the preceding productivity in- 
crease. The second is the ratio of the intended new real wage 
increase to the productivity increase of the following period. The 
inflationary process as so far described causes the real wage always 
to be brought back into line with the increase in productivity; it 
means that the wage-earners receive nothing which they would not 
have got if they had kept their money wage demands in line with 
productivity instead of pushing them beyond that line. 

The adjustment on the monetary side requires that bank credit 
should, as in the case of the stable price level, expand by an amount 
sufficient to finance the increased wage bill (or the larger working 
capital corresponding to it) plus an amount (available for additional 
investment) sufficient to maintain the relative share of profits in 
the value of output. Assuming a constant income velocity of money, 
and a stationary working population, this condition is in the present 
case fulfilled when the money supply increases by the same per- 
centage as wages rather than as productivity. 

It should be emphasized that the applicability of the above 
analysis is strictly limited to the case where wage contracts are made 
at long (say annual) intervals, and where the cost-of-living adjust- 
ments are made at the same intervals, not at shorter ones. Thus 
it will not apply to situations where the real wage is kept constant 
between one wage contract and the next by a sliding scale system 
which adjusts the money wage to changes in the price level at 
intervals much shorter than the contract period, so that there is no 
significant interval of time during which the real wage can be 
adjusted back to the level of productivity by a rise in the price 
level. We shall deal with this situation in Section 4 below. 


We now need to modify the above analysis in three respects: 


1) The term E in our formula includes all income other 
than labour income, and therefore includes interest paid out to 
creditors. The interest paid out on old debts does not rise with 
the price level, and there is thus a margin here out of which wages 
can be increased beyond the increase in productivity without caus- 
ing a corresponding price rise. This means a redistribution of 
income from property-owners to labour, and probably a diminution 
in savings. 
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Presumably, however, this margin would in the longer run 
— i.e. after a long continued inflationary process — disappear. 
Investors would sooner or later become wise to the disadvantage 
attaching to fixed interest securities, and would either concentrate 
their funds in shares or insist on a purchasing power clause which 
preserved the real value of debts and interest. 


2) The country concerned, by inflating more than other coun- 
tries while adhering to fixed exchange rates, may force the terms 
of trade in its own favour. Prices in the home currency of imported 
raw materials (which enter into domestic production costs) and of 
imported foodstuffs (which enter into the calculation of the cost-of- 
living-adjustment) will then lag behind the prices of domestically 
produced finished goods, and there will thus be created a second 
margin which allows real wages to move ahead of productivity 
without entailing a loss of profits for entrepreneurs. 

This possibility for labour to reap the benefit of an improve- 
ment in the terms of trade procured by inflation cannot, however, 
last. For it entails a balance of payments deficit which will sooner 
or later force the country either to devalue or to check the inflation. 


3) It follows from the assumption that the relative share of 
profits is constant that although profits before taxes rise in the same 
proportion as wages (before taxes), profits after taxes rise relatively 
less than wages (after taxes), so long as the tax progression is steeper 
in the higher brackets than in the lower ones, and so long as taxes 
are not reduced in response to the rise in government revenue. The 
distribution of income after taxes will thus change in favour of 


labour. 


Some may regard the budget surplus that is here created as an 
advantage of the inflationary process on the grounds that, provided 
the government uses it to finance additional investments, these will 
lead to a further increase in productivity. The force of this argu- 
ment is however weakened by two considerations. The first is that 
those who have to pay the higher real taxation may make up for 
the difference by saving and investing less, in which case the net 
addition to investment may be little or none. The second considera- 
tion is that the same effect could be achieved without inflation by 
an appropriate change in the tax structure. 

We have so far assumed that the money supply is elastic, i.e. 
that the monetary authorities provide all the additional money neces- 
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sary to finance the increased wage bill and the increased profits. 
This assumption amounts to saying that the causal chain runs from 
higher costs and prices to a larger money supply and not, as in 
the quantity theory of money, from the larger money supply to 
higher prices. The “ needs of business” — as the banking school 
would have expressed it — determine the money supply. 

Although this may be a fair description of what happens in 

many real situations, the monetary authorities are not of course in 
pri inciple under any compulsion to adapt the money supply to these 

“needs of business ”. And the events of the past year have shown 
in many countries an increasing unwillingness on the part of the 
authorities to finance a cost-induced inflation. One aim of a “ res- 
trictive ” monetary policy in the face of excessive wage demands 
may be to stiffen the attitude of employers, who may be expected 
to resist such demands more obstinately if they can no longer so 
easily obtain the funds with which to finance the higher wage bill 
and are less sure than previously that they can cover their increased 
costs by raising the prices of their products. Here, however, we 
shall look for a moment at what happens when the wage demands, 
though in excess of productivity increases, are granted, but at the 
same time the authorities expand the money supply, not in propor- 
tion to the wage rise, but only sufficiently to finance the productivity 
increase at a constant price level. 

The effect must in all circumstances be to lower profits and 
employment. It is conceivable that a new equilibrium situation 
might be réached in which, though output and employment were 
both short of full, the price level was higher than previously. There 
might, that is to say, be a recession accompanied by rising prices. 
It is, however, also possible that the initial effect on profits, if it 
were very sharp, might set in motion a cumulative process down- 
wards; and in that case prices might, despite the higher wage costs, 
drop below the previous level. How likely it is that they will 
actually fall in such circumstances depends partly on how rapidly 
the average productivity of labour rises as the level of employment 
falls. 

It is in any case clear that, under this type of “ restrictive ” 
monetary policy, a combination of falling output and employment 
and rising prices is by no means excluded; and it is also evident 
that unemployment cannot be avoided even if prices are rising. 
This may be one of the cases in which unemployment is the price 
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that has to be paid by one part of labour in order to induce the 
other part to moderate its wage claims. But this view rests on the 
perhaps not universally valid supposition that union wage policy is 
sensitive to the volume of unemployment. 


3. Demand-Induced Inflation 


For purposes of the present section we shall take it that the 
essence of a demand-induced inflation is that it pulls prices up 
faster than costs, thus raising the relative share of profits; it contrasts 
with a cost-induced inflation of which the distinguishing character- 
istic is that of pushing prices up just in step with costs. 

If, though wages increase only exactly in proportion to pro- 
ductivity, and there is thus no inflation from the cost side, entre- 
preneurs seek and receive from the banks more new funds for 
investment purposes than are necessary to keep the price level stable, 
the consequences will be the following : the demand for investment 
goods will go up, prices will rise faster than wages, job vacancies 
will exceed job applications, and the average hourly earnings of 
labour will rise (because of the increasing proportion of overtime 
pay) faster than wage rates. It is these last two phenomena which, 
as I pointed out earlier, are often taken to be the symptoms of a 
demand-induced inflation. 

It would, however, be wrong to conclude that whenever they 
are present, no contribution to the inflationary process is being made 
from the side of costs (wages). 

We saw in Section 2 that, when excessive money wage increases 
cause a cost inflation, the additional credit required to maintain 
full employment is composed of two elements. The first consists 
of an amount that is just sufficient to finance the additional invest- 
ment in working capital which reflects the increase in the wage 
bill. The second element, which also goes to finance additional 
investment, consists of the amount that is required to maintain the 
relative share of profits in the value of output. 

The total amount of bank credit actually made available by the 
banking system for additional investment purposes of all kinds may, 
of course, be greater than the sum of these two components. And 
in that case the total expansion of bank credit contains a third 
component which constitutes an element of demand inflation; and 
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the usual symptoms of such an inflation (an excess of job vacancies 
over job applications, and hourly earnings rising faster than wage 
rates) will then appear. The rise in the price level which ensues 
will represent the cumulative effect of the two sources of inflation 
combined, and will be greater than it would have been if only 
one of the two sources had existed. In such circumstances the 
excessive wage increases clearly bear part of the responsibility for 
the rise in the price level, and the fact that the symptoms of a 
demand inflation are present cannot be interpreted to mean that 
this is alone responsible for that rise. 

Thus we cannot avoid the conclusion that whenever wages rise 
faster than productivity (we abstract here from the “ margins” 
described previously) the inflation that occurs has a cost-induced 
component. If at the same time the additional finance made avail- 
able for investment purposes exceeds what is required to cover the 
higher wage bill and to maintain the relative share of profits in 
output, investments are an additional source of inflation; and the 
symptoms of a demand inflation will develop. We then clearly 
have a combination of “ cost-push” and “ demand-pull ” inflation. 

A few words are in order here concerning the way in which 
rising profits shown by the national income statistics during a period 
of price inflation are to be interpreted. Even in the case of a pure 
cost inflation, profits, if they are just maintaining their relative. 
share in the value of output, will rise in absolute terms. If the 
relative share of profits rises, this must mean either that a demand 
inflation has been super-imposed on a cost inflation, or that the 
demand inflation has been proceeding at an increasing pace. 

There can hardly be any doubt that in the United Kingdom, 
where over the last few years — at least up to 1956 — wage 
increases have, according to all the available evidence, exceeded 
productivity increases, and at the same time job vacancies have been 
greater than job applications, and the rise in earnings higher than 
that in wage rates, there has been a combination of both types of 
inflation; and a policy which aims at checking wage increases at 
the same time as it cuts down investments is the appropriate one. 

It is particularly important in connection with the conclusion 
that if wages are rising no faster than productivity they cannot be 
a factor contributing to an inflationary process, and that if such a 
process is under way it must be ascribed exclusively to “ demand- 
pull ” factors, to recall the restrictive assumption under which our 








ee a ee 
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entire analysis has, for the sake of simplicity, been conducted. That 
assumption, namely, that the rate of profit (including interest) on 
capital remains constant so long as the relative share of profits in 
the total value of output is unchanged, would not be valid if a 
sharp rise in the capital-labour ratic was taking place. In such 
circumstances wages, though rising even less fast than productivity, 
might still be rising too fast to allow the price level to remain 
stable. Similarly, a decline in the degree of competition, while 
wages were again rising no faster than productivity, might lead to 
a price rise reflecting the pushing up of monopoly profits. 


4. Chronic Inflation 


In recent years a perhaps growing number of economists have 
advocated a mild chronic inflation as a means of maintaining full 
employment. The inflation here envisaged is obviously of the 
“ demand-pull ” type. It implies that the monetary authorities see 
that a constant pressure of aggregate demand against the supply 
of commodities is maintained, and that prices are thus always 
running a little ahead of costs. This policy is supposed to ensure 
that entrepreneurs have the incentive to keep investments high so 
that full employment is continuously preserved. It has often been 
suggested that a constant rate of rise in the price level of 2-3 per 
cent might be sufficient for this purpose. 

It may be questioned whether an upward movement in the 
price level which was continual could actually be kept down to a 
constant pace. And a second objection to the chronic inflation thesis 
is perhaps still more damaging: situations undoubtedly can arise, 
as a consequence of the inflation itself, where no matter how fast 
the inflation is proceeding it cannot provide the stimulus which 
helps to guarantee full employment. 

Suppose that in a system in which new wage claims are made 
at fairly long (say annual) intervals, the workers keep their claims 
exactly in line with the movement in productivity, so that no 
inflationary tendency emanates from the cost side. But the monetary 
authorities, following the advice of the advocates of chronic infla- 
tion, set a demand inflation going, so that the real wage increase 
just granted is now reduced, by the price rise, below the increase 
in productivity; real profits rise, and a stimulus is thus provided 
for entrepreneurs to keep investments high. 
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If this process continues wage-round after wage-round, organ- 
ised labour will sooner or later make an attempt to keep real wages 
intact by following one or the other of two procedures. Either it 
will ask, at each new contract date, for a money wage rise which, 
besides allowing for the increase in productivity, makes up for 
anticipated future price rises as well as past ones; or it will impose 
a sliding scale system which adjusts money wages to changes in the 
cost of living continually, rather than at the discontinuous intervals 
corresponding to the contract dates. It makes a good deal of dif- 
ference to the final outcome which of these two procedures is 
adopted. 

The first one has been incorporated in some recent wage con- 
tracts in the United States. The second has been in operation for 
a number of years in France and Italy. 

If the first procedure is adopted money wages will rise at an 
ever faster rate as time goes on; and so will the price level. Thus, 
if wage-earners aim at a current rise in real wages of, say, 10 per 
cent and expect a price rise before the next wage-round of 5 per 
cent, they will ask for a money wage increase now of roughly 
15 per cent. This procedure will in turn produce a cost inflation, 
which will be the source of a further price rise since the money 
(though not the real) wage will now rise faster than productivity. 
To this cost-induced inflation a further dose of demand inflation 
will then have to be added if the increase in the real wage is again 
to be reduced below the increase in productivity. In this way the 
pace of inflation, required to give the stimulus which is supposed 
to guarantee full employment, will necessarily accelerate. 

It is when the second procedure is followed, however, i.e. when 
a sliding scale is imposed and serves to keep the real wage intact 
even during the intervals between wage contracts, that a situation 
is reached in which inflation cannot help to maintain full employ- 
ment. For in this case, a demand inflation in the sense in which 
we have so far been using the term is excluded, since prices cannot 
move ahead of money wages to any significant extent. If the 
authorities inflate nonetheless, the result will of course be a price- 
wage spiral just as under the first procedure, but the stimulus which 
is supposed to help keep the employment level high is lacking. By 
the same token it is not possible, in the presence of the sliding 
scale, to use the inflationary process to “correct” wage bargains 
which raise real wages more than in proportion to productivity. 
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No amount of inflation — at least once the two “ margins” due 
to the fixity of interest payments and the lag in the prices of imports 
have been exhausted — can in this case prevent a decline in real 
profits and/or in employment. 

It is obvious, in general, that once all cost items are contin- 
uously adjusted to the price level, a demand inflation, in the sense 
of an inflation which causes a divergence between price and cost 
movements (or reduces the real burden of wage and interest pay- 
ments), is no longer possible. If we still want to draw a distinction, 
in the case of the sliding scale, between a cost- and a demand- 
induced inflation, we must make it dependent on what has hereto- 
fore been treated as a secondary aspect, namely the identity of the 
immediate source of the addition to aggregate spending. We must 
make it dependent, that is to say, on whether the inflation is 
initiated by “ excessive ” business investments or by a budget deficit, 
on the one side, or whether it is initiated by “ excessive ” increases 
in the wage bill, on the other. In all cases where the sliding scale 
of wages does not apply, the demand inflation as defined by this 
secondary characteristic coincides with the demand inflation as 
defined by the primary and more substantial aspect of its effect in 
drawing up prices faster than costs. When, however, the sliding 
scale prevails, the demand inflation merges with the cost inflation, 
in the sense that both now draw up costs as fast as prices, and are 
therefore indistinguishable from this point of view. 

We may summarise the main consequences of the two proce- 
dures by which organised labour may seek to keep real wages 
intact as follows: the first procedure — that of discontinuous (say 
annual) adjustments of money wages to the rise in prices — does 
not prevent the real wage from being periodically forced down by 
the inflation, and hence the stimulus which is supposed to help 
maintain the employment level is at work; but the pace of the 
inflation required to keep this stimulus alive is a continually accel- 
erating one. The second procedure — under which adjustments 
of money wages to prices are made at such short intervals as to 
be practically continuous — leads to the result that, although again 
the pace of inflation may increase as time goes on, the real wage 
cannot be perceptibly lowered by the inflation, and the stimulus 
to the maintenance of a high level of employment is not therefore 
present. 
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5. Conclusion 


We may now summarise some of the more important conclusions 
to which the preceding analysis leads. 


1) There are at least two sets of circumstances in which 
unemployment cannot be avoided even with a rising price level. 
The first is the case of excessive wage increases combined with a 
“ restrictive ” monetary policy; and the second is the case of exces- 
sive wage increases combined with sliding scale adjustments to the 
cost of living. 


2) The magnitude of the rise in productivity sets a limit to 
the real wage increase that is compatible with the maintenance of 
full employment. If money wages are pushed ahead of productivity, 
the ensuing cost inflation will — in the absence of a sliding scale — 
adjust real wages back into line with productivity, except in so far 
as, and so long as, the fixity of interest payments and the lag of 
import prices create a margin out of which a real wage increase 
exceeding the productivity increase can be covered without loss of 
profits to the entrepreneurs. 


3) If money wages are raised faster than productivity, and 
the sliding scale is operative, the ensuing cost inflation cannot 
“correct” the real wage, and unemployment will result. Provided 
the average product per unit of labour is, over the relevant range, 
a decreasing function of employment, it will rise as employment 
falls; and the part of the labour force which remains in employ- 
ment will enjoy a real wage higher than that which the increase 
in productivity would allow were full employment to be main- 
tained. But, once employment is reduced, this wage is again in 
line with productivity. 


4) A demand inflation, if it means an inflation which pulls 
prices up faster than costs, is by definition possible only so long 
as not all cost items move up pari passu with prices. A demand 
inflation of this kind will, if it continues for any considerable length 
of time, necessarily accelerate. So long as it continues it creates a 
stimulus for entrepreneurs to keep investments high. The same 
stimulus could, however, be produced just as well without inflation, 
were labour to follow a wage policy designed to keep wages always 
lagging a little behind productivity. For it is by creating such a 
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lag that a demand inflation is supposed to give support to the 
employment level. Many economists would perhaps argue that this 
type of wage policy would be no guarantee against unemployment; 
but they would then logically also liave to admit that a chronic 
demand inflation does not offer any such guarantee either. 


5) A basic theme of this article has been that inflation affects 
the total volume of employment and output only so long as it 
changes some real relationship in the economic system, and that 
the power of continuous inflation to do this will be progressively 
weakened as devices are increasingly adopted by the public to pro- 
tect the real values of earnings and of property against the effects 
of inflation. Once these devices have been perfected to the point 
where inflation can no longer affect the real share of wages in 
output, monetary manipulation can no longer act as an instrument 
helping to maintain full employment. 


This is not to say that the economic process, once this stage 
has been reached, and although inflation continues, will run its 
course, in real terms, in exactly the same way as it would have 
done without inflation. A properly functioning monetary system 
makes its own contribution to productivity. The fact that the 
functions of money have to be partly taken over by indexing and 
other devices, or that money no longer performs its function as a 
unit of account, imposes on the economic system an extra real cost, 
in the shape of tasks that would not need to be performed at all 
if the price level were reasonably stable. The amount of “ unpro- 
ductive ” work necessitated by this partial abdication of money from 
its natural role is probably underestimated in much of the current 
discussion of the pros and cons of inflation. In other words, infla- 
tion would need to have counted against it its effect in reducing 
the average productivity per unit of labour below the level that 
would be reached with a stable monetary system. 

Thus we may conclude, finally, that continuous inflation, while 
it will not have a permanent effect in the positive direction of pre- 
venting unemployment, may have a permanent effect in the negative 
direction of slowing down the rate of growth in aggregate output. 


Zirich FriepricH A. Lutz 





The Canadian Money Market Experiment” 


In the absence of a short-term money market, the central bank 
in the country concerned is by no means entirely powerless to 
control the activities of the commercial banks and thereby the 
supply of money that is made available to the economy. In these 
circumstances, however, if the central bank is to exert more than 
a moral authority, it must usually be prepared to intervene directly 
to control commercial bank liquidity and interest rates (2). Yet 
in its formative years, when these conditions are most likely to 
apply, the central bank will be feeling its way and somewhat loath 
to adopt measures that smack too obviously of dictation, since in 
the successful implementation of their policies the authorities must 
always depend to quite a considerable extent on the co-operation 
of the rest of the financial community. 

By way of contrast, where a market in short-term monetary 
assets already exists, the central bank can buy or sell the relevant 
securities in the open market and thereby exert an influence both 
on yields and on money rates consistent with the reactions of market 
institutions. Such indirect action, though it may be supplemented 
by other measures, is likely to facilitate a smoothness in adjustment 
that is improbable when the authorities are obliged to depend solely 
on the direct variation of bank liquidity and/or of interest rates. 
In addition, the commercial banks can resort to the short-term 


(1) The author wishes to acknowledge the generous assistance received from the Lever- 
hulme Research Awards, which enabled him to visit the main money market centres in 
Canada in October 1955, and the very ready co-operation both then and subsequently of 
members of the banking and financial community actively operating in the Canadian money 
market. The tables are based on data extracted by Miss Vera Wohl of the Economic Research 
Division of the London School of Economics. However, the author alone is responsible both 
for the views expressed and for any errors or omissions. 

(2) Where a bond market exists, as it did in Canada for many years prior to the deve- 
lopment of a “ money market ”, it can be of considerable help to the central bank in carrying 
out its operations, but even if it has sufficient breadth to permit transactions of the required 
magnitude the effects on short-term interest rates are likely to be much less direct. 
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market for the purpose of employing their temporarily surplus 
funds or, whenever necessary, of restoring depleted cash reserves 
to their required level. In order to secure these advantages where 
such a market has failed to emerge of its own accord, the author- 
ities themselves have on occasion stepped in and actively sponsored 
its establishment. This is what happened in Canada. 


I 


The first step might be said to have been taken as far back 
as March 1934, when arrangements were made to sell Treasury 
bills by tender. The number of issues was increased progressively 
and the amount of Treasury bills outstanding expanded steadily. 
By 1937, tenders were being called on a fortnightly basis and, in 
January 1953, a weekly tender was introduced. In the early years 
and for a long time thereafter, it was the “chartered banks” (as 
the commercial banks are called in Canada, because they must be 
“chartered” or licensed by the Federal Parliament) that created 
the demand and “ made” such market as there was. Occasionally, 
the banks traded in bills, but as a rule only with the Bank of 
Canada itself. Dealings did not usually take place between one 
chartered bank and another. There were several reasons for this: 
(i) the Bank of Canada, given the chosen level of rates, always 
operated with a narrow spread between its buying and selling 
prices for bills, thereby reducing the risk of loss and ensuring their 
liquidity; (ii) direct sale to the Bank of Canada enabled a chartered 
bank to adjust its cash position without the delay associated with 
going through the clearing; and (iii) sales made to the central bank 
would be concealed from the prying eyes of competitors. However, 
the Bank of Canada did not sell as freely as it bought — often it 
“ would not sell bills between issues at all and seldom immediately 
after an issue so as to discourage artificially low tenders” (3). 

Even at this stage, dealers may have done a little business in 
bills, but they never carried “ balances” (i.e. inventories) in bills. 
From time to time, they would tender on behalf of a customer (e.g. 
a non-financial corporation) for a small commission, but this was 
regarded as a service rather than as part of their normal business. 


(3) E. P. Neurerp, Bank of Canada Operations 1935-54, (Toronto, 1955), p. 37- 


oe 
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Alternatively, a dealer might buy bills from a chartered bank for 
his customer. However, it was not until the early years of World 
War II that dealers began to look at Treasury bills rather more 
seriously, though still nobody thought of carrying a “balance”. 
Then, during the period 1944-46, certain dealers began to consider 
whether, given the costs involved in borrowing for the purpose, it 
would be worth their while to carry a small inventory. Neverthe- 
less, it continued to be the chartered banks that carried the bulk 
of the bills available. At the same time, they had been given some 
incentive to look elsewhere than to the Bank of Canada for buyers 
of their bills, in consequence of an increase in the Bank’s spread 
between its buying and selling prices on Treasury bills so as to 
create a difference in yield of from 0.15 per cent to 0.25 per cent 
between bills held to maturity and those sold before maturity. This 
may have helped to broaden the market a little, but the chartered 
banks still looked mainly to the central bank when they needed to 
convert bills into cash. 

The next major development came in January 1953, when the 
monetary authorities in Canada decided to accord “limits” to 
certain dealers for the purpose of securing accommodation on the 
basis of a sale of Treasury bills under an agreement to repurchase. 
These facilities were made available at a cheaper rate than that 
charged by the chartered banks, in order to encourage the dealers 
both to operate in bills and to hold them in inventory. By this 
means, it was hoped to increase non-bank holdings of Treasury 
bills. 

This move was something of an experiment and the authorities 
indicated that any of the dealers could try their hand at it. 
Originally, about 20 dealers came into the scheme, but a number 
of them very soon discovered that it was not a type of business 
they were interested in and they therefore dropped out. This left 
a group of 13 dealers to which the new arrangements applied, 
subsequently reduced by withdrawal to 12. In September 1957, 
the number of participating firms was again restored to 13 (4). 
However, all those that withdrew did so voluntarily. In this sense, 


(4) There was nothing predetermined about the number that might participate in the 
market from time to time. It is open to any firm that is prepared to bid cach week at the 


tender and actively to engage in money market business to apply for repurchase privileges at 
the Bank of Canada. 
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the dealers that took part in the experiment chose themselves. 
Nevertheless, the Bank of Canada was not completely passive. 
They discussed the relevant techniques and any difficulties with 
firms that were interested and those that were prepared to under- 
take these new responsibilities were then granted lines of credit at 
the Bank for the purpose. In this way, they became “ approved 
dealers”. The houses concerned were drawn from firms that 
already acted as jobbers in the market for short-term government 
securities. Their lines of credit were based on their volume of 
business, the range of their contacts in the money market, and their 
understanding of the relevant mechanism, all of which were taken 
as indications of their ultimate capacity to undertake expanded 
operations in Treasury bills. To distinguish them from other 
dealers in securities, they came to be referred to as “jobbers”, 
though this term is not invariably applied. 

On the basis of these arrangements, the market began slowly 
to develop, as the dealers felt their way into it. Although there 
were limits on the types of securities that were traded in, they went 
beyond Treasury bills and included other short-term government 
securities (i.e. those with maturity dates of up to 3 years). By 
April 1954, the Bank of Canada felt that the dealers were ready for 
the next step and the chartered banks were now invited to make 
available to them facilities for borrowing on a day-to-day basis. 
If the dealers were to carry adequate inventories of Treasury bills 
and of other short-term government securities, it was imperative 
that they should be able to borrow in appropriate amounts at rates 
of interest and a required margin of security that would leave 
them with enough profit to provide an incentive. From the point 
of view of the banks, it was important that loans made at rates that 
would necessarily tend to be lower than the yield on Treasury bills 
should be highly liquid. This was the reason why the accommoda- 
tion in question was specifically defined as “ day-to-day” loans to 
distinguish them from the ordinary “call loans” made by the 
banks to brokers and dealers, which loans being subject to long- 
standing banker-customer relationships were not in fact always 
strictly callable (5). However, if a day-to-day loan was called before 


(5) Nor was the rate varied at all frequentiy. The usual custom was for the chartered 
banks to agree a minimum rate on call loans, which was reconsidered from time to time but 
not always varied even then. 





mamenaien. 
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noon on any day, it had to be repaid on that day. Conversely, if a 
dealer wished to liquidate an outstanding loan (either because he 
no longer needed the money as a result of a sale of securities, or 
because he could borrow it more cheaply elsewhere), he also had to 
give notice of his intention to do so before noon on the day in 
question (6). The first of these loans were made in June 1954. 

From the point of view of the chartered banks, the introduc- 
tion of the day-to-day loan was expected to have several advantages. 
Thus, it would provide them with a highly liquid earning asset 
and facilitate the fullest possible employment of their funds. 
Moreover, instead of the banks’ having to sell Treasury bills 
whenever it became necessary to supplement their cash resources, 
the immediate shock could now be absorbed by “calling” their 
day-to-day loans. At the same time, the increased activity of the 
dealers and of their customers would tend to narrow the spread 
between buying and selling rates. In effect, this would then increase 
the liquidity of the Treasury bills still held by the banks since it 
would reduce the possible loss on actual sales prior to maturity. 

The chartered banks were further encouraged to diminish the 
extent of their dependence on selling Treasury bills to the Bank 
of Canada as a means of adding to their cash when in June 1954 


(6) Although the rule is that no “ calls” will be made by a bank after 12 noon, both 
the banks and the dealers usually like to know where they stand by 11.00 a.m. Nevertheless, 
a bank may well decide to Jend in the afternoon, if money comes in late and there is a 
demand for it. Actual payments or deliveries of collateral need not take place until 3.30 
p-m. The main factors that determine a bank’s money position are two-fold: (i) There is 
the movement of funds through the clearings, the details of which begin to come in from 
the East early in the morning, with figures from other time zones following in succession 
(when it is 9.30 a.m. in Montreal and Toronto, it is 10.30 a.m. in Halifax, but only 6.30 
a.m. in Vancouver, the clearing results from which come in by about 1.00 p.m. (or a little 
later) Montreal and Toronto time. Latterly, the Western clearings have become increasingly 
important as a result of the economic growth of British Columbia and, from time to time, 
the consequent delay in establishing the money position of the banks has caused some 
embarrassment in the market ). (ii) There is the Bank of Canada’s adjustment of Govern- 
ment balances held with the chartered banks, funds either being called for deposit with the 
Bank of Canada or added to the Government balance with a chartered bank as a means 
of “ smoothing out” the flow of cash. However, this will now influence the banks’ cash 
figures on the day on which the adjustment is made only if the transaction is effected before 
the morning clearing, since subsequent to May 27, 1957 such deposits or withdrawals were 
put on a clearing house funds settlement basis. Cheques for Government account are also 
now cleared at various Bank of Canada agency points and do not all flow into Ottawa. By 
this means, it was hoped to speed up the clearing of Government funds. 
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the Bank began to pay for Treasury bills sold to it by means of 
“clearing vouchers” which the chartered banks received on the 
day following the sale, but which only entitled them to funds at 
the Bank of Canada after being passed through the clearing, i.e. on 
the next succeeding day. This meant that the banks could increase 
their cash reserves more rapidly by calling their day-to-day loans 
than by selling Treasury bills to the Bank of Canada and there was 
clearly an incentive to employ the new procedure rather than 
the old (7). 

During the first week of the new experiment, an agreed rate 
of 1%4 per cent was charged on day-to-day loans, so that the market 
would get off to an orderly start. Thereafter, the rates charged 
were determined competitively in response to general monetary 
conditions. Sometimes, a day-to-day loan may be allowed to 
“run on” at the same rate. In any event, the rates on loans already 
on the books may only be re-negotiated once each day. However, 
when the market is active, the rate on new loans may change from 
hour to hour. In order to centralise all the relevant information and 
to ensure that the market in day-to-day loans was developed on an 
“impersonal” basis (i.e. was in fact divorced from established 
banker-customer relationships) the banks agreed among themselves 
to communicate the rate established in any transaction involving 
$1 million or more to the “exchange broker” for the purpose of 
reference and record. Usually, but not always, the rate that had to 


(7) Borrowing at the Bank of Canada is also a quicker way of securing central bank 
cash than selling Treasury bills to it, but it is more expensive and, in any event, the money 
must be borrowed for a minimum of a week. In addition, some of the chartered banks as 
a matter of principle, still dislike being in debt to the Bank of Canada and will employ 
almost any alternative rather than do so, especially if it means borrowing over balance dates. 
Even during 1956, when the banks were under pressure to build their liquid assets ratio up 
to a minimum of 15 per cent of deposits (see below), Bank of Canada advances to the 
chartered banks were not on an average a major source of cash reserves. “In 1956 advances 
to chartered and savings banks were outstanding on 105 out of 254 business days. On a 
daily average basis for the whole year advances were $8 million as compared with total cash 
reserves of $873 million. The maximum amount of advances outstanding on any one day 
was $60 million”. (Bank of Canada, Annual Report, 1956, p. 44). Under existing arran- 
gements, advances are made against the hypothecation of appropriate securities for a fixed 
period of 7 days. The first advance in any calendar month (up to an amount specified for 
each bank) bears interest at Bank rate. A second advance to the same bank, the renewal of 
an advance, or an advance in excess of the specified amount attracts interest at a rate higher 
than Bank rate. (Ibid., pp. 44-5). 
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be paid on day-to-day loans was slightly below the tender rate 
on gt-day Treasury bills, so that dealers were generally able to 
carry inventories in this security without loss. 

In order to encourage the dealers to carry as much inventory 
as was consistent with the available supply of day-to-day money 
and as a means of underwriting the experiment, the Bank of Canada 
stood prepared to act as “the post of last resort”. Not being 
specifically authorised to lend to dealers, the Bank arranged to 
make accommodation available up to negotiated limits (8) to certain 
dealers on the basis of a sale and repurchase agreement, whenever 
it proved impossible to raise sufficient money elsewhere with which 
to carry inventory. Applications for such assistance must generally 
be made before 2 p.m. on any day (9). The cost of this accommoda- 
tion was calculated as the difference between the prices at sale and 
repurchase, the rate charged being equivalent to Bank rate (10) 
and therefore in the nature of a penalty. These facilities, it should 
be emphasised, were accorded as a privilege and not as a right, 
and it was the responsibility of the dealer to tap every possible 
source of available money before going to the Bank, including not 
merely the chartered banks, but also the trust companies, the 
insurance companies, provincial treasurers, corporations, and foreign 
financial institutions. He should only apply to the Bank of Canada 
when he had exhausted all other alternatives. The use made of 
this facility has varied appreciably between the various dealing 


(8) These limits might be re-negotiated from time to time, either on the application of 
the dealer concerned, or at the suggestion of the Bank of Canada, but always at the discretion 
of the Jatter. 

(9) This time was chosen because of the necessity to allow a sufficient time margin 
to attend to the mechanical details of computation, since a sale and repurchase agreement is 
more complicated than a straight loan. Nevertheless, there is some flexibility. The Bank likes 
to have all borrowing applications in by 2 p.m. simply because a dozen dealers descending 
on them at the last minute (the Bank closes for banking business at 3 p.m.) could not be 
accommodated within the time available. Yet the partners of dealing firms know that as a 
matter of privilege they may be permitted to go to the Bank of Canada later than 2 p.m., 
possibly even at 3 p.m. One or two dealers might then be accommodated, whereas all of 
them could not. 

(10) Prior to the introduction of the day-to-day loaa market, it was possible to borrow 
from the Bank of Canada against securities with a maturity in excess of 3 years. In such 
cases, a rate approximately 4% per cent above Bank rate was charged. When day-to-day loans 
were instituted and the supply of Treasury bills was expanded, this was no longer necessary 
and central bank loans against the longer-dated securities were discontinued. 
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houses, depending largely on the volume of business done. Some 
have been in the Bank with relative frequency; others only rarely (11). 

Initially, the dealers’ chief difficulty was to find customers 
for the bills they carried in inventory, since there were no established 
retail outlets. But gradually they were able to build up this side of 
their business mainly by selling bills to corporations. They were 
greatly assisted in this by the somewhat rigid attitude of the 
chartered banks in respect of withdrawals from fixed deposits. The 
large corporations were accustomed to keep their temporarily sur- 
plus funds on deposit with a chartered bank. If they needed their 
money earlier than they had anticipated, the chartered banks would 
release it from fixed deposit, but the latter would pay no interest, 
not even at a rate reduced to accord with the shortened maturity (12). 
This practice gave the dealers their opportunity and they attempted 
to persuade corporations to put such moneys into Treasury bills, 
which if the maturities selected turned out to be inappropriate 
could always be sold at a price that would secure them some sort of 
return on their investment. At that time, it was the practice of the 
banks to vary their rates on fixed deposits only infrequently and 
usually the rates allowed were well below the Treasury bill yield. 
However, after December 1955, the banks adopted a more realistic 
attitude and they now set a fixed deposit rate for amounts of 
$100,000 and over placed for go days or more at %4 per cent below 
the most recent average Treasury bill tender rate. 

Another facility that greatly assisted the dealers in developing 
retail outlets was the arrangement whereby the Bank of Canada 
would release securities at whichever of the Bank’s nine agencies 
the dealer might stipulate. Thus, a dealer was permitted to sell 
Treasury bills (or bonds) to the Bank of Canada under an arrange- 
ment to repurchase and, when the securities were released on 
repurchase, the dealer could have them delivered at no cost to 
himself at any one of these points across the country and, if he 


(11) Repurchase of the relevant securities may be made at any time within varying 
periods not exceeding 30 days. The average period has been 2% days. In 1956, the Bank of 
Canada held securities purchased under resale agreements on 62 business days, the maximum 
amount outstanding on any one day being $37 million and the daily average for the year 
$2 million. (See Bank of Canada, Annual Report, 1956, p. 45). 

(12) Usually, such moneys were fixed for go days. If a corporation found that it 
needed the money after (say) 85 days, it would pay it to borrow against the security of its 
fixed deposit for the remaining 5 days rather than sacrifice the interest for the whole period. 
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so wished, in separate parcels (e.g. part at Halifax, part in Calgary, 
and the remainder in Vancouver). Furthermore, since January 1957, 
any financial house has been allowed to hand in Treasury bills or 
short-term Government bonds at an agency of the Bank of Canada 
and to arrange for similar securities to be released the same day 
without charge at any other agency of the Bank of Canada. 

One way of seeking out potential customers is to watch for 
new issues of bonds (e.g. by a public utility). It is quite apparent 
that on the day the bonds are delivered against cash the borrower 
will acquire large balances that cannot possibly be spent immediately. 
Formerly, such funds would as a rule have been placed in bank 
fixed deposits, but now the dealers offered Treasury bills as a means 
of absorbing moneys available for temporary investment. They 
would follow much the same procedure when tax payments began 
to come in to municipalities and provincial governments (13). Lat- 
terly, the dealers have had to be increasingly on their toes to attract 
this business from the corporations, because of the increasing 
competition of the finance houses, which sell their paper to corpora- 
tion treasurers, usually through dealers that act as their agents. 
Moreover, the absence of a true market in this paper has been 
largely counterbalanced by offering a wide range of maturities 
(from one to twelve months) and denominations. Further, when 
money is tight, most of the finance houses have been prepared to 
repurchase their own paper in order to maintain a good market 
for it. Alternatively, if a finance house suddenly finds itself with 
a surplus of funds, it may well buy back its own paper ahead of 
maturity. Some dealers also act as agents in offering to corporate 
treasurers the promissory notes of other business corporations, a 
commission being paid by the borrowing corporation. 

To an increasing extent, the banks themselves are becoming 
customers, selling Treasury bills to the dealers when they are short of 
cash and buying them when they require bills of particular maturities, 
or when they “ miss” their quota of bills at the tender. They may 
also enter into “pre-tender contracts”. Certain of the dealers, 


(13) As yet there is no trading market in Canada for commercial bills, which in some 
centres in other countries still provide an alternative to investment in government paper. 
Commercial bills exist in Canada, but they usually remain in the portfolios of the chartered 
banks and are never sold. It is possible that a trading market in these bills could be deve- 
loped, if the Bank of Canada were itself prepared to rediscount this type of paper. 
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though not all of them, have been willing to make a contract with 
a bank on the day of the tender, but before the tender results are 
actually known. Usually, the dealer undertakes to “confirm” to 
the bank a stated amount of bills at the average tender yield minus 
.o2 in yield, subject to a bank not having to pay more than the high 
bid on a tender. For example, if the average tender rate turned out 
to be, say, 4 per cent, a bank would get its bills under a pre-tender 
contract at 3.98 per cent, unless (as may happen very occasionally) 
the high bid on the tender gave a yield of 3.99 per cent, when the 
dealer would have to confirm the bills to the bank on that basis. 
From the bank’s point of view, a pre-tender contract is simply a 
hedge of its own judgment when the tender is likely to be tricky. 
But practice varies from one bank to another and the banks could 
undoubtedly make much greater use of the dealers’ facilities than 
in fact they do. In any event, so long as they remain in the tender, 
the banks can to a considerable extent adjust their bill portfolios 
without resorting to the dealers at all, merely by tendering afresh, 
or letting bills run off, according to circumstances. 

A lot of business is done by the dealers with their customers 
on a “ buy-back ” basis (14) similar to the Bank of Canada’s pur- 
chase and resale facilities. This technique is usually employed 
when a dealer is unable to supply the particular maturity that an 
investor wants and it enables the former to use the longer term 
bonds in his inventory to meet the demand for a short-term 
investment, but it has the added advantage of providing a conve- 
nient and economical means whereby the dealer can carry additional 
inventory (15), especially when the buy-back contract permits substi- 
tution of securities during the life of the “ buy-back ”. Subsequently, 
a dealer may attempt to match his “buy-backs” with Treasury 
bills in inventory, so that when he is called upon to repurchase he 
has bills maturing to provide the necessary funds. However, Trea- 
sury bills mature only on Fridays and some dealers therefore feel 
that it is simpler to obtain the funds required by using the facilities 
of the money market on the day that the “ buy-back” matures. 


(14) Formerly, certain of the banks were also prepared to do “ buy-backs” for their 
customers, but this practice was discontinued in 1955 at the request of the Bank of Canada. 

(15) He would be anxious to do this if he felt that market prices were likely to move 
sharply upwards. By means of buy-backs, it is possible for a dealer to carry a heavier 
inventory in relation to his line of credit with the Bank of Canada, because only the amount 
of his day-to-day loans from the chartered banks is geared to this line of credit. 





The Canadian Money Market Experiment 29 


The “ buy-back ” technique also confers certain advantages on the 
customer, since he gets a tax advantage (16). Further, because of 
the agreement to repurchase, the risk of depreciation is borne by 
the dealer. Indeed, it is because of this risk that most dealers have 
been unwilling to do “ buy-backs” for periods of longer than 60 
days and certain of them refuse to do them at all. From the point 
of view of the dealer, the “ buy-back ” technique nevertheless repre- 
sents a convenient means of meeting the specific maturity require- 
ments of his customer, when the dealer is unable to sell outright 
securities that accord precisely with the term that the purchaser 
wants. Alternatively, dealers may from time to time borrow 
securities for the purpose of meeting an order. As the result of an 
agreement reached in February 1957 between the Bank of Canada 
and the dealers in government securities, the market facilities for 
borrowing such securities will now be supplemented by the Bank 
of Canada upon request. Under this arrangement, a dealer who 
is unable to borrow a particular security in the market at a satisfac- 
tory charge may borrow it from the Bank of Canada upon temporary 
deposit of other securities. Such a switch has to be reversed within 
a stated time limit, usually 30 days, though this period may be 
extended twice for a total currency of go days. The charge made 
for this service varies with the size of the transaction and is also 
increased by half on the occasion of each renewal. The provision 
of these switch facilities, which are also offered by other central 
banks (e.g. the Federal Reserve Bank of New York), was regarded 
as another step in the development of a mature and stable money 
market. So far, and despite their cheapness, these facilities have 
been used only sparingly. 

Formerly, a barrier to the greater stimulation of dealer interest 
in broadening the market for Treasury bills was the charge made 
for “ daylight overdrafts ” by the chartered banks, otherwise known 
as “ over-certification” (17). This might arise in several different 


(16) A corporation pays tax only on the interest it receives on a bond and any capital 
gain is tax-free, i.e. when a buy-back is done in short-term Canada bonds the coupon is 
taxed, but the difference between the corporation’s purchase price and the price at which 
the bond is repurchased by the dealer is not. However, this is not the case with Treasury 
bills, where the whole of the gain is taxable. 

(17) A practice that had its beginnings in the dealers’ need of bank certified cheques in 
connection with their underwriting operations. The nature of the service performed is most 
obvious in those cases where the banks over-certify cheques for stockbrokers on the basis of 
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ways. For example, if a dealer wished to repay a bank loan in 
order to release the security for sale, or to employ it as collateral 
for a new loan from another bank, he would require a certified 
cheque for the purpose. Again, no dealer can hold in his portfolio 
the whole range of maturities that may from time to time be 
demanded. Frequently, a dealer will be obliged to go out and buy 
up the particular security required by his customer. Since he would 
not normally have available the large sums of working capital 
necessary to finance these purchases in advance of sale to his cus- 
tomer, a “ bridging” operation becomes necessary. The procedure, 
therefore, is for the dealer to request from his bankers a certified 
cheque with which to pay for the securities purchased, on the 
understanding that he will “cover” the amount before the end of 
the day with the proceeds of his sale of securities. At the time the 
new experiment was launched, the charge for “ over-certification ” 
was 1/100 per cent per diem, which was regarded by the dealers 
as prohibitive if they were to employ this technique as the means 
of facilitating extensive dealings in Treasury bills. The banks there- 
fore agreed to reduce the “ over-certification” charge to 1/250 
per cent per diem. This rate was applied to all types of business 
— money market and “other” — but its existence continued to 
operate as a considerable impediment to the free flow of funds 
within the money market. In theory, the dealers should have 
borrowed on a day-to-day basis from the bank(s) offering the cheap- 
est money, but when the cost of “ over-certification” was taken 
into account, it was not always worth their while to respond to 
small changes in money rates. For this reason, they tended to 
remain tied to a particular bank, leaving elsewhere in the system 
unused pools of money, which in a less imperfect market would 
have been mopped up. Thus, there were occasions, when money 
was easy, where a reduction in the rate on day-to-day money of 
1/8 to 1/4 per cent made no difference to the demand. There 
were two reasons for this: (i) the “ over-certification ” charge made 


a wide range of securities that the latter are in the process of purchasing. The charge made 
is therefore largely a reward for the assumption of an uncovered risk. To some extent, too, 
an interest element is involved, since in effect the parties for which cheques are certified are 
furnished with additional working capital for the purpose of acquiring the relevant securities, 
though if more than interim accommodation is required the “ daylight overdraft ” will have 
to be replaced later in the day by a secured loan on which interest proper will be charged. 


Losier 
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it expensive for dealers to move from one bank to another in search 
of cheaper money, when no more than 1/8 to 1/4 per cent would 
be saved in interest; and (ii) especially in the earlier stages of the 
experiment, when funds were plentiful, dealers were loath to repay 
day-to-day loans because of the fear that “they would not be able 
to get back into the market” when money became short. These 
practices were by no means universal (18), but they were fairly 
general. The banks, too, were not always willing to “ push their 
rates to the limit” and even when the demand for money was 
there the supply sometimes dried up when rates were still relatively 
low, the banks themselves being concerned not to “ prejudice” 
good relations with their borrowing customers (19). 

At the time, bankers were inclined to dismiss as unimportant 
the effects of the “ over-certification ” charge (20) and they stressed 
the methods that dealers had developed to minimise the charges 
they had to pay. Thus, to quote an example given by R. M. 
MacIntosh, suppose “a dealer has bid successfully at the Thursday 
treasury bill tender for $5,000,000 in new bills. These must be 
picked up at the Bank of Canada agency by 3.00 p.m. Friday... 
The dealer usually attempts to arrange his bank loans on Friday, 
and his ‘cage man’ plans and executes the mechanics of the bank- 
ing process, with the aid of one or more messengers to carry out 
the physical transfers involved. A dealer obtains a certified cheque 
for $1,000,000 at Bank A, paying $40 in over-certification charges; 


(18) At least one dealer maintained that he kept his borrowings from the banks “ pure ” 
and always took the cheapest loan. 

(19) Cp. R. M. MaclIntosn, “ The Day-to-Day Loan Market in a Year of Easy Money ”, 
The Canadian Banker, Winter, 1955, p- 34: 

“In the first eight months, the day-loan rate was almost too steady, scarcely ever 
reflecting the rise and fall of cash reserves. Probably the main reason for this was the state 
of extreme ease in the money market, which meant that some of the 1o banks were always 
in funds which could be had at almost any rate. But one factor may have been a certain 
amount of rigidity on the part of both jobbers and bankers until experience was gained. In 
the early stages, the jobber tended to ask: ‘Can you let me have $5,000,000? ’ rather than: 
‘Can you let me have $5,000,000 at 14%? °. Likewise some of the banks seem to have been 
willing to push out day-loans irrespective of the yield. This has occasionally led to anoma- 
lous situations. For example, when the money-market became very tight on two or three 
occasions in late 1954, the day-loan rate went above 1%°% only once, although the Bank of 
Canada’s discount rate was then 2% and several purchase and resale agreements were 
arranged at that price... Conversely, money was freely offered in early May, 1955, at 4%, 
although about 1%°% could be had on g1-day bills at that time. ” 

(20) See, for example, R. M. MaclIntosu, loc. cit., pp. 35-6. 
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he presents the certified cheque to the Bank of Canada agency, and 
receives delivery of $1,000,000 in treasury bills; with these bills as 
collateral, he obtains a day-loan of $1,000,000 from Bank B, C, D 
or perhaps A. He draws out the loan in the form of a certified 
cheque, and returns to the Bank of Canada for a second $1,000,000 
in bills. This process is repeated three times more, and on the final 
trip the dealer pays off the original $1,000,000 over-certification at 
Bank A with his fifth day-loan of $1,000,000. He now has $5,000,000 
in treasury bills at a cost of only $40 plus the day-loan rate plus 
insurance and messenger service. By the use of this roundabout 
technique, the jobber manages to cut down his over-certification 
charges appreciably. He can therefore scarcely contend that the 
over-certification rate is a barrier to flexible securities trading ” (21). 
Yet though the dealers could partially evade the costs of “ over- 
certification” in this way, it did seem to involve a large amount 
of seemingly unnecessary effort and to employ a degree of ingenuity 
that might have been more usefully applied elsewhere. 

At first, the chartered banks were unwilling to make any 
further concession, but as from March 18, 1957, the banks agreed 
to waive completely their “ over-certification ” charges in respect of 
bona fide money market transactions, though the charge continued 
to be levied on “ other ” transactions (e.g. when securities are with- 
drawn for sale, or when securities are bought, or money is borrowed 
outside the banking system). Subject to a declaration as to the nature 
of the transaction (22), a dealer might apply to a chartered bank 
to have his cheque certified without charge for the purpose (i) of 
acquiring direct from any Canadian chartered bank or the Bank 
of Canada specified securities that are to be lodged as collateral for 
a day-to-day loan at the bank granting the certification; and (ii) of 
effecting delivery direct to the Bank of Canada of specified secur- 
ities already lodged at a chartered bank as collateral for a day-to- 
day loan that has been called by the latter, when the Bank of 
Canada in its capacity as lender of last resort is itself prepared to 


(21) Ibid., p. 36. 

(22) This is made on a slip affixed in duplicate to the cheque signed by the dealer 
applying for the free certification. There are spaces on the slip where the dealer can 
indicate the nature of the transaction. The original slip is retained by the bank certifying 
the cheque and the duplicate travels with the cheque to the payee bank, which then releases 
only the securities specified on the form. 
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make a loan to the dealer in question (23). At the same time, the 
chartered banks agreed to accept as collateral for day-to-day loans 
Government-guaranteed Canadian National Railway Bonds matur- 
ing within 3 years on the same basis as direct Government of 
Canada issues of similar maturity. Guaranteed railway bonds also 
became eligible paper at the Bank of Canada. __ 

One of the most direct consequences of the elimination of over- 
certification charges on money market transactions has been the 
increase in the turnover of loanable funds. It is now worth the 
dealers’ while to seek out the cheapest money available and to repay 
loans that are running at higher rates. Moreover, the greater degree 
of freedom with which money now moves has been reflected in 
the finer adjustment of rates. These are now changed in 1/8s 
rather than in 1/4s of one per cent. 

Another cost that appears to have hampered the freer flow of 
funds is the insurance premium that has to be paid to cover the 
risk of loss when bills are moved “ across the street”. This part- 
icular impediment might have been overcome by establishing cen- 
tralised clearing facilities. This would have permitted the parties 
merely to exchange entitlements to securities instead of the securities 
themselves, thus eliminating the need for insurance. Indeed, the 
possible provision of such facilities was actually discussed, but the 
suggestion was not proceeded with, because of the limited amount 
of inter-dealer trading and the belief that individual dealers could 
in amy event so arrange matters as to minimise expenses. 


II 


One of the main bases of the new money market experiment 
was the provision of day-to-day loans by the chartered banks to 
enable the dealers to carry an inventory of Treasury bills. The 


(23) In order that the securities can be released for delivery to the Bank of Canada, 
the loan from the chartered bank to the dealer must first be repaid. To effect repayment 
the dealer requires temporary accommodation by way of a “daylight overdraft”. This is 
created upon issuance by the dealer of a cheque drawn on and certified, without charge, by 
the chartered bank itself. The proceeds of the cheque are applied against the day-to-day 
loan, thereby releasing the securities held as collateral. These securities are sold by the dealer 
to the Bank of Canada under a sale and repurchase agreement, the proceeds of the sale then 
being used to retire the “ daylight overdraft ” at the chartered bank. 
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tapping of chartered bank cash (24) for this purpose necessarily 
involved some revision of view with regard to the appropriate 
level of cash reserves that should now be maintained by the banks. 

Prior to the revisions of the Bank Act, which became effective 
on July 1, 1954, the chartered banks were required to maintain on 
a daily basis a minimum cash ratio of 5 per cent of their total 
deposits (25), including their time and savings accounts. In fact, 
the banks often held reserves amounting to 10 per cent or more 
of total deposits. In other words, they continued to maintain a cash 
ratio close to their “traditional” 1o per cent and at month-ends 
this was regularly exceeded. Since the Canadian banks typically 
have extensive branch systems, the levels both of their cash and 
deposits were subject to a wide variety of influences. Furthermore, 
numerous branches at widely scattered points made it quite impos- 
sible to calculate the amount of cash required to satisfy their mini- 
mum requirements and to make the adjustments necessary to main- 
tain them at that level. The banks were frequently obliged to base 
their estimates on informed guesses and they therefore allowed 
themselves a sizeable margin to ensure that their reserves would 
always be adequate. In any event, the authorities appear to have 
approved of these arrangements and would no doubt have been 
greatly perturbed if the daily ratio had fallen close to 5 per cent. 

In 1954, the required minimum was raised to 8 per cent (26), 
but this was now to be maintained on the basis of the month as 
a whole. The ratio was computed by taking the average of a chart- 
ered bank’s Canadian deposit liabilities at the close of business on 
the four consecutive Wednesdays ending with the last Wednesday 
but one in the preceding month. To this was related the sum of 
the bank’s holdings of Bank of Canada notes (calculated on a basis 
similar to that for deposits) and the average amount of the bank’s 
deposit with the Bank of Canada “ at the close of business on each 


(24) Chartered bank holdings of Bank of Canada notes, plus their deposits with the 
central bank. 

(25) The cash ratio statutorily required for any one day was computed by relating the 
current daily cash figure to the daily average figure for deposit liabilities in the preceding 
month but one. In practice, the banks also watched their cash positions on a current basis 
as well. 

(26) This might be increased, though only at intervals of a month, by steps of 1 per 
cent to a maximum of 12 per cent. 


| 
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juridical day of the current month” (27). This made it possible 
for the banks temporarily to run down their cash provided they 
made it good later and maintained the required average minimum. 
In fact, the new arrangements left the banks with a certain amount 
of slack in their cash positions and, as they gradually brought their 
average cash ratios nearer to 8 per cent and accustomed themselves 
to working at a level close to the required minimum (a position 
they appear to have achieved by August 1955), they provided them- 
selves with resources they could release to the dealers in the form 
of day-to-day loans. 

One result of permitting the chartered banks to satisfy the 
required 8 per cent minimum cash ratio on the basis of the average 
for each month as a whole, with no carryover from one month to 
the next, is the tendency for easy money conditions to develop 
towards the end of the month. Thus, if the banks find by about 
the third week of the month that they are on average running 
above the required 8 per cent, for the remainder of the month they 
can afford to maintain their cash at slightly below 8 per cent and 
still achieve the required average for the whole period. In fact, 
no bank will wish to operate with too fine a margin and when 
money is very tight the banks are even less likely to risk running 
their cash down to minimum levels. Nevertheless, when money is 
relatively easy, it is not uncommon during the last few days of 
the month for money to be offered very freely in the day-to-day 
loan market as banks either individually or collectively endeavour 
to work down their average cash ratios to 8.1 or 8.2 per cent for 
the month as a whole. To the extent, therefore, that this influence 
operates, there is likely to be temporarily created an artificial con- 
dition of easy money, though no doubt the Bank of Canada will 
have attempted to cushion its impact by undertaking “ smoothing 
out” operations (e.g. by placing less Government money with the 
chartered banks, or by selling securities from its own portfolio). 
However, to the extent that the chartered banks continue to behave 
in this way, it is probable that each such period of temporarily easy 


(27) This formula was chosen, because it ensured that each bank would know when 
the month started exactly what its minimum average deposit at the Bank of Canada would 
have to be for that particular month. In addition, far less statistical work was required 
than with a formula based entirely on daily averages. 
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money will be followed by stringency in the early weeks of the 
next month, as the banks again begin to build up their average 
cash ratios in order to provide themselves with a margin of safety. 
Whenever such artificial ease or stringency develops the rates on 
day-to-day loans will tend to move in sympathy, so that in some 
degree changes in rates at these times will merely reflect the me- 
chanics of adjusting chartered bank cash such that the minimum 
requirements are met when averaged over the month as a whole. 
Towards the latter part of 1955, total chartered bank holdings 
of liquid assets — cash reserves, day-to-day loans and Treasury 
bills — fell to low levels as the result of a loan demand that 
remained persistently high. With a view to exercising a tighter 
control over bank lending, the Bank of Canada in November 1955 
got the chartered banks to agree to maintain on a daily average 
basis a 15 per cent minimum ratio of liquid assets to deposits, 
including the mandatory 8 per cent in cash. During the first half 
of 1956, total holdings of such assets were gradually brought up 
to this level, mainly by buying Treasury bills from the proceeds 
of sales of Government bonds, and from June 1956 onwards the 
required ratio was in fact achieved on a daily average basis in each 
calendar month. The main objective appears to have been a more 
adequate control over the banks’ commercial lending, but the metho 
employed may also have been chosen as a means of ensuring that 
an appropriate amount of activity was maintained in the short- 
term money market, by requiring the banks to hold at least a 
minimum total amount of Treasury bills and day-to-day loans. In 
fact, during 1957, this minimum was regularly exceeded. 
Day-to-day loans are made in minimum amounts of $100,000 
against the security of Treasury bills and short-dated Government 
bonds (i.e. up to three years’ maturity). Dealers that want to bor- 
row day-to-day money ring up the banks to see whether they have 
money to lend. Likewise, a bank that wants to “call” a loan will 
telephone the dealer concerned. The banks may also wish to buy 
or sell Treasury bills, but it is not usual for enquiries relating to 
bills to be made at the same time as those concerning day-to-day 
money. As indicated earlier, if loans are to be “called” or repaid, 
this must be done by 12 noon, but new money may be lent up 
to the close of business at 3 p.m. Indeed, on a very busy day with 
funds coming in late, a bank may be lending up to 3.30 p.m. 
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Although it is not usual for the chartered banks themselves to fix 
formal limits for loans to individual dealers, it has been agreed 
that the total of a single dealer’s day-to-day loans plus his borrow- 
ings from the central bank must not exceed his borrowing limit 
with the Bank of Canada, which ensures alternative sources of funds 
with which dealers may carry inventory of an approved maximum 
size. However, no limit applies to borrowings outside the banking 
system. 

The lines of credit with the Bank of Canada must be renewed 
by the dealers each month. Occasionally, a dealer may secure a 
temporary increase in his limit. Thus, a dealer may find that he 
is holding more securities than he can conveniently carry and the 
Bank may agree to provide the necessary help subject to an under- 
taking by the dealer that he will cut his position to the required 
extent within a stipulated number of days. In the course of time, 
a dealer may feel that he needs a permanent increase in his limit 
and he may apply to the Bank in these terms, but the ultimate 
decision rests with the latter. For the dealers as a whole, the line 
of credit has already exceeded $150 million. The purpose of grant- 
ing these limits was effectively to demonstrate how and to what 
extent the liquidity of the market would be ensured. 

The dealers’ lines of credit, it should be observed, have never 
been the subject of a written agreement. The arrangements be- 
tween the dealers and the Bank of Canada are purely verbal, but 
without exception the dealers have consistently honoured their 
undertakings. Nevertheless, there has been some policing by the 
authorities. Every week (28), each dealer must report to the Bank 
of Canada the details of his inventory of Treasury bills and short- 
term Canada bonds, including anything he has outstanding against 
a repurchase agreement. In addition, the Bank will want to know 
the amount of the dealer’s outstanding loans both from the chart- 
ered banks and from outside lenders, as well as his total turnover 
for the past week. 


(28) For purposes of convenience, half the dealers report on Wednesday afternoon and 
the rest on Thursday morning. 





Banca Nazionale del Lavoro 


III 


Since January 1953, the Ministry of Finance has called a tender 
for Treasury bills each week. Notice of the offering to be made 
is given a week in advance and only “ primary distributors” are 
invited to participate. This means that in Canada the tender is 
restricted to the banks (including the Bank of Canada and the 
savings banks) and the dealers. Outside parties (such as non- 
financial corporations) are therefore obliged either to arrange for 
a bank or dealer to tender on their behalf (the actual tenderer 
usually deciding on the rate at which the bid will be put in) or 
to obtain their requirements in the market for issued bills. Never- 
theless, the definition of “ primary distributors” is wider than it 
might seem, since the dealers so included are numerically large 
(about 300) and not restricted to those that regularly “job” in 
bills. From January 1953 to November 1955, bills were issued for 
terms of gt and 273 days. Over that period, therefore, there were 
39 separate maturities of Treasury bills available for the investment 
of temporarily surplus cash resources and the parties concerned 
could select the maturity most appropriate to their needs without 
running a market risk of any kind. This step was taken at a time 
when the “ outside” dealers (i.e. dealers other than the Bank of 
Canada) were not yet carrying an inventory of bills and efforts 
were being made to popularise their use by presenting as attractive 
a shop window as possible. As the public became more accustomed 
to them, the incentive of the larger number of maturities as well 
as a rate differential became less necessary and, in any case, the 
longer-dated Treasury bills never became really popular, this being 
primarily due to the increased availability of short-dated Govern- 
ment of Canada bonds, which were more suitable for short-term 
corporate investment because of their tax advantage (29). Gradually, 
the proportion of long-term bills issued was reduced — by increas- 
ing the amount of short bills offered and maintaining the weekly 
offer of 273-day bills at $10 million — and in November 1955 the 
offer of the latter was discontinued altogether. 


(29) A holder of short-term bonds only pays income tax on the interest therefrom. 
When such bonds have been selling at a discount (as they were for a period of over two 
years) the increment as a result of buying at a discount and holding the bonds until they 
were redeemed at par was classified as a capital gain and as such free of tax. 
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Although the Ministry of Finance issues the call for the 
Treasury bill tender, the Bank of Canada acts as its fiscal agent. 
Tenders are on a discount basis (30) and may be made either on 
the official application form or by prepaid telegram to the Audit 
Department of the Bank of Canada before noon on Thursday of 
every week (31). Before putting in his own tender, each dealer 
will try to find out what the others are doing, but there is no 
“ syndicate ” as in London and the authorities, which want all the 
competition they can get, would not welcome one, feeling that it 
would represent an expression of weakness. On occasion, a dealer 
or a bank may decide not to tender at all. Thus, when money 
is tight, the dealers will tend to cut their inventories to a minimum 
and will stay well within their credit lines for day-to-day loans, 
allowing most of the Treasury bill tender to go to the Bank of 
Canada. The chartered banks, too, especially at their year-end, 
may stay out of the tender in order to build up their liquidity and 
so make sure of not having to borrow at the Bank of Canada over 
the balance date. 

Each tender submitted must be for an amount of $25,000 or 
multiples thereof (32), the price being stated per $100 to not more 
than three places of decimals. Most of the dealers and the banks 
“ stagger ” their bids, or put in what is called a “ spread bracket ”, 
ie. they tender for various amounts at different prices. This is 
done to make sure that they get some bills and that they do not 
pay too much for them. While it may be difficult to pick success- 
fully a single price, it is fairly easy to choose the right price range. 
A representative of the Ministry of Finance calls at the Bank to 
accept the tenders, which are sealed (including that of the Bank 


(30) Actually, price is based on present value rather than on simple discount, the 
formula being 
100 
(1 + interest) x number of days 
365 

(31) The tender day is Wednesday when Friday is a holiday, Thursday then being the 
delivery day. 

(32) The bills when issued are in bearer form and only in denominations of $25,000, 
$100,000 and $1,000,000. Dealers and banks must count both interest gains and trading 
profits as taxable income, from which they may deduct losses of any kind and costs such 
as interest charges on moneys borrowed for the purpose of carrying inventory. For bills in 
the hands of other individuals and corporations the difference between cost and selling price 
or proceeds at maturity is taxable income. 
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of Canada itself). The envelopes are then opened and the details 
tabulated, the allocation being made on the basis of the highest 
acceptable bids (i.e. the lowest yields). The Bank is responsible for 
advising tenderers whether they have been successful and for what 
amounts. It also announces the high and low tenders, and the 
average yield (33). Payment in full must be made to the Bank of 
Canada not later than 3.00 p.m. on Friday, the date of issue. 
Since payment for bills purchased is now made in clearing house 
funds, a paying bank will not lose cash through the clearing until 
the Monday (34). Provided arrangements were made at the time 
the tender was submitted, both payment for and delivery of the 
bills may be effected at any agency of the Bank of Canada, so that 
if a dealer wishes to have his bills delivered wholly or in part at 
(for example) Halifax or Vancouver this will be done. 

The dealer starts trading as soon as he knows his allocation. 
First, he would telephone the banks, since they may have “ missed ” 
getting any bills at the tender, but be anxious to obtain some. In 
any event, the dealer will no doubt be interested to learn what he 
can about their position. The approach to the corporation treasurers 
usually comes later. On the Friday morning, the dealer must also 
arrange the day-to-day loans necessary to carry the bills he has 
secured. 

The influence of the Bank of Canada’s own tender (35) should 
not be overlooked. Indeed, the Bank’s activities constitute the 


(33) It is important that successful bidders should know what the average rate is, in 
order to determine whether bills have been bought cheap or dear. Furthermore, new bills 
are offered to customers on the basis of the average price. If the dealer did not know what 
the average rate was, he might make less profit than he deserved. 

(34) Prior to January 1957, Treasury bills were paid for in Bank of Canada funds, with 
the debit coming against the bank on the books of the Bank of Canada on the Friday, the 
same day as that bank received credit for the proceeds of maturing bills. This was one reason 
for the popularity of “ pre-tender contracts ”, since bills bought from a dealer were settled in 
clearing house funds. Hence, a bank received the proceeds of maturing bills on the Friday, 
but would not have to face the loss of cash associated with new bills taken up on a pre- 
tender basis until the following Monday. In the absence of offsetting action by the authorities, 
this would have meant that for one working day the Bank of Canada would have been out 
of funds to an extent equivalent to the amounts owing by the banks on account of new bills 
bought by pre-tender contract. However, it recouped itself by drawing down in the normal 
proportions Government balances held with the chartered banks. Nevertheless, any bank 
that used extensively the pre-tender contract system could gain cash from the other banks 
for one day. Under the new arrangements, this is no longer possible. 

(35) In addition to its ordinary bid, the Bank of Canada now always submits a 
“reserve bid”, though it is under no obligation to do so. This is done “to guard against a 
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dominant factor in both the bill and the bond markets. Although 
it has no foreknowledge of the other bids, since all are sealed, it 
will have had access to a wide range of relevant information. Much 
of this is given to the Bank by the dealers themselves. Apart from 
the regular weekly return, they are not compelled to report either 
their positions or the transactions they are putting through, though 
the Bank may sometimes telephone them and ask them. However, 
they do in fact furnish quite a lot of unsolicited information, pre- 
sumably out of a desire to be “co-operative”. Furthermore, Bank 
of Canada men at the “ listening posts” in Toronto and Montreal 
(which are linked with Ottawa in a three-way hookup) are very 
quick to pick up information as a result of the types of enquiries 
made. 

The dealers in their turn receive a certain amount of inform- 
ation from the Bank of Canada and to some extent they also 
exchange information amongst themselves. They learn little from 
the discreet comments that emerge from the “listening posts” in 
the course of their regular conversations with the dealers. However, 
the Bank of Canada publishes statistics that are of some value to 
them. Thus, on the Thursday morning (i.e. before the Treasury 
bill tender), the Bank of Canada issues its Statement as at the day 
before and this provides them with an overall view of the monetary 
position, though they will have to work out for themselves where 
the “ pools” of money might lie. In addition, they will have seen 
the previous Friday the Weekly Money Market Statement and the 
Weekly Statement of the chartered banks’ position, which is more 
or less in balance sheet form and relates to the figures for the week 
ending on the preceding Wednesday, though it must be admitted 
that these figures may by then have little more than an historical 
interest. At the same time, there is reason to believe that, par- 
ticularly during the earlier stages of the experiment, the dealers 
might have used more expertly the statistical information made 
available to them. For example, it is not sufficient merely to look 
at the Bank of Canada’s holdings of securities (as some of them 
were inclined to do), since changes in other asset and liability items 


situation in which the tenders of other bidders might not be for sufficient quantities to 
provide a market for the entire issue... This practice is known to the market and it ensures 
that no group, even if it were so inclined, could by boycotting the issue force a large increase 
in the interest rate on treasury bills”. (See Bank of Canada, Annual Report, 1956, p. 48). 
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may also reflect action taken to influence the level of the chartered 
banks’ cash reserves. 

Despite the strong position of the Bank of Canada at the 
Treasury bill tender, it must not be overlooked that in determining 
what quantity of bills it should aim at in the tender it may be 
influenced by considerations quite unlike those of the chartered 
banks or of the dealers. What the Bank decides to do at the tender 
must be consistent with its operations in the open market and with 
central bank policy as a whole. In its dealings in “old” bills, too, 
it will tend to reveal the direction in which its policies are moving. 
Although the Bank has never been known actually to refuse the 
bills offered for sale to it, it does from time to time demonstrate 
the degree to which it is a ready buyer or seller by widening (or 
narrowing) the margin between its bids and askeds (i.e. it reserves 
the right to quote its own price). In any event, the spread must 
be reasonably wide, otherwise there would be very little turnover 
in the market, because people would go to the Bank instead. 

The Bank of Canada does much of its trading from the dealing 
room in Ottawa, but contact with the two main sections of the 
market is maintained through the Securities Department’s repre- 
sentatives in Toronto and Montreal (36). Trading hours are from 
10.00 a.m. to 3.30 p.m., but the dealers may trade amongst them- 
selves until 5.00 or 5.30 p.m. (37). Hence, the first task of the 
Bank representatives at 10.00 a.m. is to establish the “run” of 
opening quotes, which will be in line with the market’s closing 
quotes of the night before. These may well be different from the 
prices at which the Bank itself closed at 3.30 p.m. the previous 
day. Consequently, it is only after these initial enquiries have been 
made that Montreal and Toronto can get together with Ottawa 
on a three-way hookup and establish the rates at which they are 
prepared to do business. Although there is often little direct contact 


(36) The Bank’s traders in these centres are not subject to the authority of the local agent. 
For large transactions, all final trading decisions are made by the dealing room in Ottawa, 
in consultation with one of the deputy governors who specialises on this side of the Bank's 
business. However, for small amounts — $100,000 to $500,000 — the local traders deal 
without prior reference to Ottawa, though they immediately report the transaction over the 
direct wire. Thus, the local traders are something more than mere “ listening posts”, since 
they actually “ close ” most of the trades that take place between the market and the central 
bank. 

(37) There is, in fact, very little inter-dealer trading in Treasury bills. Generally, such 
transactions are confined to securing a specific maturity for delivery. 
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with the New York money market, Ottawa will also have called 
their dealers there to see what New York’s opening position is 
like (38). Trading can then begin and the desk will remain open 
for business all day until the Bank records its closing quotes at 
3-30 p.m. Activity tends to be heaviest in the morning, but all 
through the day the Bank in Ottawa will be filling out the picture 
of the money position, the information coming in to it mainly 
from the dealers through its “listening posts” in Toronto and 
Montreal. It is on this basis that the Bank conducts its “ smooth- 
ing out” operations with which it must continuously support any 
“ policy ” action it may from time to time decide to take. 


IV 


The main objective of introducing the money market experi- 
ment was to ensure the more efficient employment of short-term 
funds. Over a long period of years, the cash balances of the 
chartered banks had been subject to considerable fluctuations. For 
this reason, the banks became accustomed to work to a cash ratio 
which tended to be greatly in excess of the required 5 per cent 
of deposits. This provided a buffer to absorb the impact of sudden 


(38) At times, the Bank of Canada as agent for the Ministry of Finance will itself be 
the instrument of direct contact. For example, the Exchange Fund Account may have tem- 
porarily surplus funds to invest in New York and, in order to acquire U.S. Government 
securities, the Bank of Canada will need Federal funds (entitlements to balances with a 
Federal Reserve Bank) to pay for them. It is this type of mechanism that provides the bridge 
between the two markets. In addition, many Canadian dealers have offices in New York 
and the chartered banks (and the insurance companies) also move funds between the two 
centres. Longer-term rates will be subject to the influence of the not inconsiderable capital 
movements that over a period of years have taken place between the two countries and 
movements in these rates will have some effect on short rates as well. Capital movements 
have frequently been sufficiently large to completely swamp the more fundamental influence 
of the important trading connections between the two countries. At the same time, and 
especially since Canada adopted a floating rate for her dollar, the exchange risk (and, when it 
applies, the cost of forward cover) will be sufficient to explain not only why the rates in the 
two markets often diverge but also why they are.sometimes found to move in opposite 
directions. One would expect developments in the United States to have only a lagged effect 
in Canadian markets, but this tends to be accentuated by the failure of operators to take 
the fullest possible advantage of the arbitrage profits that offer. Sometimes, the margins 
become quite wide without the market's stepping in to eliminate them. Ultimately, the 
markets do adjust, but at times there is quite a lag. This suggests that considerable inertia 
still remains, though as specialist expertise develops this should become less marked. Similar 
links exist with London, though these are much less well developed than with New York. 
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changes in their cash positions. However, this practice had two 
consequences: (i) it tended to create idle pools of cash in the hands 
of the banking system; and (ii) because of the variability of their 
cash holdings, the banks (and other financial institutions) responded 
only slowly to the attempts of the central bank to influence the 
distribution of their assets. By reducing the proportion of total 
assets actually held in cash and providing a mechanism whereby 
the banks could readily adjust their positions, it was hoped that 
the market would become more sensitive to central bank action. 

The widening of the market — by increasing the number of 
issues dealt in and drawing in outside investors (such as the non- 
financial corporations) — was another means to the same end. 
The broader the market the more likely was it that securities could 
be readily realised without substantial loss (39), thereby adding to 
the liquidity of market paper. Again, such a market would provide 
the central bank with increased scope for operations in pursuit of 
its policies. 

The problem was how to provide an appropriate mechanism. 
The key to a solution was found in the investment dealers, whose 
activities were concentrated mainly in the new issue and govern- 
ment bond markets. Here was a form of expertise that might be 
employed with advantage in fostering the growth of a short-term 
money market. Initially, they were encouraged to hold larger 
inventories of short-dated Government securities with the assistance 
of the Bank of Canada itself. As a result of this “training pro- 
gramme”, certain of the dealers emerged as candidates for the 
efficient employment of the day-to-day loans that the chartered 
banks were now requested to make to them for the purpose of 
carrying and placing what was to be an expanding issue of Treasury 
bills. This provided the banks with an outlet for their cash, which 
could now be lent overnight and called next day, besides ensuring 
an adequate supply of marketable and therefore highly liquid secur- 
ities, viz. Treasury bills, in which any investor could employ funds 
for short periods, selecting from among a number of maturities 
that which would most nearly meet his needs. 


(39) Even so, fairly substantial losses may be incurred at times when the whole level 
of interest rates is moving upward and, indeed, it may well be an objective of central bank 
policy to discourage sales of securities by countenancing or even inducing such changes. 
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In the absence of this artificial stimulus, it is unlikely that 
Canada would have had a short-term money market for a long 
time to come. Even now, the market is still fairly small, but the 
progress made so far has been encouraging. At first, it was some- 
thing of a hothouse plant, liberally fed with cheap money. Sub- 
sequently, it had to withstand the rigours of much tighter monetary 
conditions and rates increased in consequence. On a number of 
occasions, too, it was expensive to carry Treasury bills. This was 
especially true of the period March-August 1957, when more than 
once the margin between the yield on three-months Treasury bills 
and the rate on day-to-day money not only disappeared, but even 
became negative. Nevertheless, the total of Treasury bills outstand- 
ing, which was only $425 million at the end of January 1953 was 
first increased to $650 million (at which level it remained for over 
a year) and then expanded progressively at rates generally varying 
from $5 million to $15 million per week to $1,725 million in 
September 1956. Thereafter, there was some decline, followed by 
a period of stability at $1,625 million from March to mid-August 
1957. 

However, this only provides part of the picture. Such a large 
volume of bills could not have been successfully carried without 
a considerable increase in the holdings of the banking system 
(including the Bank of Canada). In part, this was due to the 
decision of the authorities requiring the chartered banks to maintain 
a 15 per cent liquid assets ratio, but it has been accompanied by a 
disquieting fall in the holdings of “ other investors”. At the same 
time, the volume of day-to-day loans (which is the basis of dealer 
activity) recovered somewhat during 1957, despite the difficult 
money position that obtained for most of the year. The greater 
reliance of the dealers on day-to-day loans from the chartered banks 
may have been a consequence of the change in the method of fixing 
Bank rate introduced in November 1956. Previously, the Bank of 
Canada had followed the practice of fixing Bank rate from time 
to time at a level that would generally be in excess of the Treasury 
bill rate. : 

The underlying philosophy was that general monetary condi- 
tions should be influenced by action taken in the open market. 
Necessarily, this would have effects on interest rates, but the Bank 
was not concerned to attempt the imposition of a specific structure 
of rates; relationships between rates were to be established by the 
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working out of market forces. At the same time, since the Bank 
was the lender of last resort, it was obvious that Bank rate could 
not for long be as low as the interest rate on the most liquid form 
of security in the market, viz., Treasury bills. For if the Treasury 
bill rate were to rise above Bank rate for any length of time, so 
that the cost of borrowing from the Bank was less than the return 
on Treasury bills, there would be an incentive to rely on central 
bank accommodation in order to carry Treasury bills rather than 
to use money market facilities. Hence, whenever the Treasury bill 
rate approached or temporarily exceeded Bank rate, the latter would 
be pushed up to restore the customary relationship. 

“In 1956 the Bank Rate was increased from 234 per cent to 
3 per cent on April 4th, to 3% per cent on August gth and to 
3% per cent on October 17th. This procedure gave rise to some 
misunderstanding; in some quarters it was apparently thought that 
the central bank was setting or fixing or controlling interest rates 
of all kinds by its action in changing and publishing its own 
minimum lending rate” (40). 

This the Bank of Canada was concerned to deny. It agreed 
that its day-to-day operations, including its loans to banks and to 
money market dealers would have an influence on the level of 
interest rates, but “generally in the direction of resisting rather 
than inducing or adding to movements of interest rates. In other 
words the Bank will normally be buying government securities on 
a declining market and selling on a rising market. 

“In its day-to-day operations the Bank generally offers some 
resistance to changes in interest rates (in either direction) in the 
interests of maintaining orderly conditions in financial markets. 
However the Bank has always made it quite clear that the establish- 
ment or maintenance of any particular level of interest rates is not 
an objective of central bank policy. Its basic objective, as laid 
down by statute, is to manage the supply of money, that is, the 
total amount of currency and bank deposits, with a view to con- 
tributing both to economic growth and to general stability of 
prices ” (41). 

During the most recent period of tight money, the Bank of 
Canada apparently took no positive action to achieve greater string- 


(40) See Bank of Canada, Annual Report, 1956, p. 45- 
(41) Ibid., p. 49. 
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ency. It was content to allow the very strong demand for funds 
that had developed virtually to exercise its full effect on the rate 
structure. Only relatively small increases in cash reserves were 
permitted and banks and other financial institutions were therefore 
obliged to reduce their holdings of securities, thus forcing down 
bond prices and reducing yields. As a result of the method of 
fixing Bank rate adopted in November 1956, such that Bank rate 
would always exceed by % per cent the average rate on gi-day 
Treasury bills at the most recent tender, the cost of borrowing at 
the central bank moved steadily upward in sympathy with the bill 
rate until Bank rate reached a peak of 4.33 per cent in the third 
week of August 1957. The chartered banks’ interest rate on prime 
commercial credits was also raised at intervals from 5 per cent to 
534 per cent, the latter rate becoming effective on August 26, 1957 
— it could not go much higher, since the maximum rate that banks 
can legally charge on their loans is 6 per cent. Member firms of 
Canadian stock exchanges also announced a related increase in their 
rates on customers’ “ margin accounts ”. 

Meanwhile, there were signs that the remarkable expansion 
that Canada had been experiencing over the previous two years 
was beginning to level out. To an important extent, this was due 
to a falling off in the demand for several of Canada’s basic exports, 
such as wheat, lumber and wood products, copper, aluminium and 
oil, though it was expected that the decline in the external value 
of the Canadian dollar together with the easing of the credit situa- 
tion across the border would help to improve the country’s balance 
of trade with the United States. Internally, there was some running 
down of inventories, a fall in profits, an appreciable weakening in 
stock market prices, and an increasing concern about the prospects 
of heavier unemployment during the seasonally slack months of 
winter. It was this combination of factors that prompted an unob- 
trusive easing of monetary policy in the closing months of 1957. 
A fall in the yield on Government bonds had begun in late August, 
but at first this was attributed to the central bank’s normal habit 
of preparing the way for a refunding operation. This was com- 
pleted on October 1. Only then did the market begin to realise 
that a cautious easing of monetary conditions was in progress, since 
the Bank of Canada now made no effort to withdraw the additional 
money it had created. Indeed, it may be argued that it was the 
new technique of tying Bank rate to movements in the three-months 
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Treasury bill rate that effectively masked the changed direction of 
policy. 

In a period of uncertainty, it was conceivable that this slow- 
ness of reaction (42) was advantageous, since there was always the 
possibility that the levelling off might only be temporary and that 
it would be followed by a resurgence of inflationary pressures. 
Nevertheless, a gradual easing could still have been effected by 
open market action, supported at the appropriate time by a clear 
signal to that effect in the form of an old-style cut in Bank rate. 
In other words, it may well be that the Bank’s present techniques 
of monetary control have become over-sophisticated and that an 
attempt to educate the public in the significance of less frequent 
changes in Bank rate would have been more rewarding than merely 
resorting to semi-automation. Despite much current scepticism, 
changes in Bank rate can still exercise a most potent shock effect 
and have the additional merit of unequivocally indicating to the 
public at large any radical alteration in the direction of policy, as 
distinct from short-term aberrations within the money market itself. 
Indeed, it would seem that the techniques of credit control pre- 
sently being favoured in Canada are only likely to be understood 
by the monetary specialists and, as we have seen, even they can at 
times be deceived. 


V 


When the new money market arrangements were first estab- 
lished, it was hoped that there would be a considerable widening 
of the market for Treasury bills in Canada and, in fact, that has 
been achieved. Since the middle of 1954, when the day-to-day loan 
was introduced, the volume of Treasury bills outstanding has been 
increased about two and one half times. Moreover, the Canadian 
money market has already demonstrated its ability to function 
effectively under conditions of varying degrees of monetary tight- 
ness. In addition to their relations with the banks, the dealers have 
also built up connections with non-bank lenders (e.g. business cor- 
porations) and, in a number of instances, these, too, have provided 
important sources of funds with which to carry inventory. To 


(42) E.g. the chartered banks did not reduce the prime rate on their loans until the 
beginning of December 1957. 
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some extent, it is true, these non-bank loans to the money market 
have had the effect of diverting funds from corporation deposits 
with the banks and this was encouraged by the somewhat inflexible 
rate structure that was formerly applied to such deposits. Ultimately, 
the banks were obliged to take defensive action and, after December 
1955, they therefore geared their rates on special fixed deposits to 
the most recent average weekly Treasury bill tender rate. 

One of the chief limitations to the continued growth of the 
money market was the general application by the banks of an over- 
certification charge. For specifically money market transactions, 
this was abandoned in March 1957. Although the banks thereby 
lost a useful source of revenue, the elimination of this cost to dealers 
has led to the development of a much more flexible structure of 
short-term interest rates and to an increase in the turnover of dealer 
business, though the extent of the latter is not fully reflected in the 
published statistics. 

Although the market has amply demonstrated its capacity to 
carry a larger volume of Treasury bills, there has more recently 
been a marked shift of emphasis in the distribution of Treasury bill 
holdings. In the earlier years, a significant proportion of the 
increase in the Treasury bill issue was absorbed by business cor- 
porations with surplus funds to invest. After March 1956, however, 
the demand from this source began to decline. This was no doubt 
mainly due to the tax advantage that corporations could obtain by 
placing their funds in short-term Government of Canada bonds 
rather than in Treasury bills. In addition, corporation treasurers 
also began to buy larger amounts of finance company paper as well 
as the notes of other corporations. Hence, more and more of the 
Treasury bills outstanding came to be held by the banking system. 
This is only partly to be explained in terms of the minimum liquid 
assets ratio that the chartered banks are now required to maintain 
and which they have consistently exceeded on a daily average basis 
since June 1956. Indeed, it appears that the banks have latterly 
been using the Treasury bill market to quite a significant extent 
as an alternative to day-to-day loans whenever the demand for the 
latter has been inadequate to absorb the funds available, or rates 
have not been sufficiently attractive. As a corollary, the banks have 
been employing the services of the dealers to a greater extent than 
heretofore in obtaining the Treasury bills that they require for their 
portfolios. This would suggest that the main market for Treasury 
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bills may come to depend primarily on a dealer-bank relationship, 
with business corporations supplying a larger proportion (probably 
on a buy-back basis) of the resources necessary to carry dealer 
inventories of bills and bonds. 

In these circumstances, there may be a case for the eventual 
withdrawal of the chartered banks from the Treasury bill tender. 
At the moment, neither the banks nor the authorities appear to 
favour this move, believing that it is in the long-term interests of 
the market to foster as much competition as possible. Several of 
the banks also feel that they are able to get their bills more cheaply 
by putting in their own tenders rather than by buying bills sub- 
sequently from the dealers. Nevertheless, it is the view of the 
present writer that the withdrawal of the chartered banks from the 
Treasury bill tender would be the means both of further increasing 
turnover and of building up the strength of the market. If the 
tender were confined to the Bank of Canada and the dealers, a 
proportion of the latter might be expected to become specialists in 
money market transactions and, in the course of time, to develop 
a higher level of expertise than they possess at present. This should 
lead if not to cheaper services (since the turn on Treasury bill 
transactions is already very small) at least to the provision of a 
wider range of facilities (e.g. in terms of the choice of available 
maturities), which at the moment the Bank of Canada helps to 
provide. 

There are also grounds for believing that such a change in 
tender arrangements would result in the dealers’ carrying a larger 
inventory of bills, but this would not automatically follow. It 
would depend on the extent to which banks and other purchasers 
sought bills from the dealers immediately after the tender. However, 
if the banks in particular accustomed themselves to delaying their 
purchases of bills until these came closer to maturity, an increase 
in dealers’ inventories would be inevitable. In these circumstances, 
too, the “turn” on bill transactions would cease to be the main 
factor in retaining dealer interest in the market. The dealers’ chief 
source of income in this context would then become the margin 
between the yields on Treasury bills held in inventory and the rates 
of interest that had to be paid on moneys borrowed for the purpose 
of carrying them. Although this margin may at times be negative, 
earnings from this source should on the whole provide the dealers 
with more incentive to participate in the market than does the 
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difference between prices of bills at purchase and sale. Moreover, 
in addition to carrying the bills during the interim, the regular 
weekly issue of bills would result in the dealers’ holding a related 
range of bill maturities. From these, purchasers could then choose 
whatever maturity best fitted in with their future commitments 
(e.g. at tax dates, or when outpayments were expected against 
mortgages). Furthermore, old bills because they are necessarily 
nearer to maturity are more liquid than new bills. Not only could 
the banks adjust more easily the run-off of bills maturing in their 
portfolios, but by holding a higher proportion of old bills they 
could effectively increase the liquidity even of their liquid assets. 
This would considerably add to their freedom of manoeuvre and 
enable them at al] times to pursue flexible policies. 


London J. S. G. Wiison 
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STATISTICAL APPENDIX 














| | 
i ' 


Taste I 
CANADIAN CHARTERED BANKS - CASH RESERVE RATIOS 

pm Oe AR AE re I ey NE NER or 

Wane Jan. | Feb. | Mar.| Apr. | May June | July | Aug. Sept. | Oct. | Nov. | Dec. 

gialai(ai aia} al al ai aia] s 

1939- - + | 10.9) 10.6] 10.3 | 10.2 | 10.3 | 10.2 | 10.2 | 10.3 | 10.6 | 10.7 | 10.4 | 10.3 
B945- - - | 82.5! 22.3 11.3 | 11.7 11.3 | 11.6 | 11.4) 11.6 | 11.2 11.3 | 11.2 | 11.5 
1950. - + | 10.3) 10.0} 9.9| rO.1 | 10.0 g-8|} 10.1 10.6! 9.7 | 10.4 9-9 | 10.1 
I95t. . + | 10.2| 9.4] 9.8/ 10.0) 9.8 | 10.0| 10.4 | 10.3 | 10.5 | 10.4 | 11.0} 10.9 

| 1952. - - | 142 | 10.8 | 10.8 | 10.6 | 10.3 | 9.7 10.3 | 10.3 | 10.5 | 10-3 | 10.0 10.1 
| 1953- - - | 10.8] 10.7] 10.5 | 10.1 | 10.1 | 10.1 | 10.1 | 10.1 | 10.1 | 10.1 | 10.0| 10.2 
| 1954- - + | 10.3| 10.0] 10.4} 10.0 10.0 | 10.1} 9.4; 89| 8.8, 8.9) 8.8) 8.7 
| 1955. - - | 89) 8.7] 8.6 8.5| 8.4 | 8.3) 8.4) 8.3) 8.2) 8.3) 8.3| 8.2 
1956. . . | 84) 82] 8.2] 8.3) 8.2) 8.3) 8.3) 85) 83) 83) 8.3) 8.3 
1957. - - | 82) 82] 8.2 | 8.2) 8.2] 82) 81! 8.3) 8.3) 8.3/ 8.2 | 8.2 

| 


Note - Figures prior to July 1954 are not strictly comparable with those that follow. 
For bases of calculation, see text. 


Taste II 
CANADIAN CHARTERED BANKS - DAY-TO-DAY LOANS 


(End of month) 


Year | Jan. | Feb. | Mar. Apr. | May | June | July | Aug. | Sept. | Oct. Nov. | Dec. 


| 


Millions of Dollars 




















8934. . . =-|—-|-|-|-| §| «6 52 | 63 | 102 | ror 68 
1955: - + | 47 | 69 | 99 | 126 95 | 109 90 44 | 86) 54) 81 | 
1956. - - | 59| 82) 75] 43| 64] 97 | 109 | 68 114 | 85 | 64| 74 | 

BOP .. « 86 | ror | 162 | 105 | 125 | 95 | 8r | tro 125 | 121 | 176 
Taste III 

CANADIAN CHARTERED BANKS - RATIOS OF LIQUID ASSETS 
TO TOTAL CANADIAN DEPOSITS 

ll y — l —_—— = a = —a wae ear = _ ——!S | 
wens | Jan. Feb. | Mar.| Apr. | May | June | July | Aug. | Sept. Oct. Now.| Dec. | 
| ; 2) 1, 4), 4) 2) e) ei ep a), es] el] sy] 
| — EE Se ee — . | 
| 1954- -- | = ;—| — =) | — | 13.8 | 13.7 14-0 | 14.4 | 14-1 13-3 | 

| | | | | | | | 
1955+ + + | 13-5 | 14.0 ag-B/ 83-3 | 23-7 | 23-6 | 23-3 | 83-8 | 82-4 $2.2 | 38.7 | 62.4 
956. . . | 83.8 | 24.2 14-3 | 14.6 | 16.0 | 16.2 | 16.1 | 16.4 | 16.6 | 16.4 | 16.4 | 15-9 
1957. . . | 16.2! 17.1] 17.1 | 16.6 | 16.6 | 16.7 | 16.4 | 16.5 | 17.5 | 17.3 | 17-1 | 17.2 | 


| 


Note - Prior to June 1956, these ratios are calculated on the basis of the average of 
Wednesdays. From June 1956 onwards, they are based on daily averages. 


=.= 
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DISTRIBUTION OF HOLDINGS OF TREASURY BILLS Taste IV 
(par Value in Millions of Dollars) 
| Bank of | % | Chart- % | Yo | | 
Wednesdays Canada | of Total ered of Total Other tw Total | Total | 
Banks | 
—— a eee _ | ae - | 
1954 | | 
July 28 .. | 161 24.0 | 347 51.8 | 161 | 24.0 | 670 
Aug. 25 .. | 138 20.0 | 400 58.0 | 152 | 22.0 690 | 
Sept. 29... | 94 13-1 | 430 60.1 | 190 | 266 | 715 | 
Gt. m.. | 120 16.3 370 50.3 | 245 33-3 735 | 
Nov. 24. . 200 26.5 | 390 51.7 | 165 | 21.9 | 755 
Dec. 29 ..~. | 1977 22.7 316 40.5 287 | 36.8 | 780 
1955 | | 
Jan. 26... 137 17.1 | 435 54-4 | 227 28.4 800 
| Feb. 23... 126 15.0 | 421 50.1 | 293 | 34.9 840 
Mar. 30. . 165 18.5 | 435 48.9 | 290 | 32.6 | 890 
Apr. 27... 236 25-4 | 368 39-6 | 326 | 35.1 930 | 
Mey 25... 196 20.2 424 43-7 | 350° | 36.1 | 970 | 
| Jume 29. . 275 27-0 375 36.8 | 370 | 36.3 | 1,020 | 
July 27... 282 26.9 | 407 38.8 | 361 34-4 1,050 
Aug. 31. . 242 22.5 | 419 39-9 | 414 | 38.5 | 1,075 | 
Sept. 28 .. 251 | 22.9 | 364 33-2 | 480 43-8 | 1,095 | 
| Ge. wm... 303 | 26.5 317 27.7 | §25 45-9 1,145 | 
Nov. 30. . 303 25.9 | 328 28.0 | 539 46.1 1,170 | 
De. 2. . 264 21.9 416 34-5 525 | 43-6 | 1,205 | 
| | 
1956 
4 2a 234 18.4 | 480 37-6 561 | 44.0 | 1,275 | 
: Feb. 29... 341 23.8 | 564 39-4 | 525 36.7 | 1,430 
j | Mar. 28. . 444 28.2 | 573 36-4 | 558 | 35-4 | 1,575 
: Apr. 25... 336 20.5 | 727 443 | 577 | 35-2 | 1,640 
fH May 30... | 394 23-3 759 44-9 537 31.8 | 1,690 
' June 27 .. 465 27.5 | 795 47-0 430 25.4 | 1,690 
| July 25... 467 27-6 | 735 43-4 | 493 | 29.1 | 1,695 
Aug. 29 .. | 494 29.0 | 835 49-0 376 | 22.1 1,705 | 
Sest. 26. . 521 30.2 806 46-7, | 328 | 19.0 | 1,725 | 
GOs. 38 .. 560 32.6 794 46.2 | 366 | 21.3 | 1,720 | 
Nov. 28 . . 532 32.3 741 45-9 | 372 | 22.6 | 1,645 
De. 26... [| $29 32-7 | 752 47-4 | 314 | 19.8 1,585 
1957 | | | | 
Jan. 30... | 418 26.7 807 51.6 340 | 22.7 | 1,565 | 
Feb. 27 .. 437 27.2 | 811 50.5 357. | 22.2 | 1,605 | 
Mar. 27... | 482 29.7. | 805 49-5 338 | 208 | 1,625 | 
Apr. 24 .. | 503 31.0 769 47-3 353 | 21.7 | 1,625 | 
my 6s 474 29.2 814 50.1 337 20.7 1,625 | 
June 26... 516 31.8 795 48.9 | 314 19.3 1,625 
te 505 31-1 797 49.0 | 322 19.8 1,625 
Aug. 28 .. | 549 33-6 819 50.1 267 | 16.3 | 1,635 
Sept. 25 .. | 461 27.9 926 56.0 268 16.2 | 1,655 | 
Oct. 30... | 538 32.5 | 795 48.0 322, | 19.5 | 1,655 | 
Nov. 27... | 460 28.0 | 808 49.1 377. | 22.9 | 1,645 
Dec. 25... | 472 29.0 | 798 49-1 355 | 21.9 | 1,625 








Note - The sums of the detailed figures do not necessarily equal totals since the former 
have been rounded to the nearest million. 
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RATES ON DAY-TO-DAY LOANS AN 
| Average | Average ] = ae avig “| Average Average 
Average of Yield Yield | Average of Yield Yield 
Daily Clos- | 3-Months | 9-Months | Daily Clos- | 3 - Months 9- Months 
ing Rates | Treasury | Treasury ing Rates Treasury Treasury 
| (Week | Bills Bills | (Week | Bills Bills 
ending each (on foll- (on foll- | | ending each (on foll- (on foll- 
Wednesday) owing | owing | Wednesday) | owing owing 
| Thursday) Thursday) Thursday) Thursday) 
| . a % | __ % ae 3 
1954 I} 1955 
| July ae 1.45 1.76 || April 72 1.08* 1.35* 
1.25 1.39 1.72 || 1.04 1.28 1.53 
1.08 | 1.33 | 1.62 || 1.25 1.29 1.56 
1.00 1.35 | 1.62 || .98 1.25 1.52 
i 
August 1.18 1.34 1.62 || May 74 1.20 1.49 
1.13 1.33 1.62 | 54 1.22 1.52 
1.05 1.32 1.61 -79 1.25 1.56 
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1.56 
1.50 
1.43 


1.37 
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1.50 
1.46* 
1.45 
1.44 


1.43 
1.40 
1.35 
1.35 
1.34 


1.33 
1.29 


1.24 
1.17 


1.13 
1.10 
1.14 
1.21 


1.25 
1.37 
1-43 


1.34 
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* Tenders received on the Wednesday in equivalent week. 








| August 


September 


October 


November 


| December 





2.13 


2.33 
2.25 


2-53 
2.38 
2.40 


a se 
* 2 oe oe 
wn 
4s 


en | 
wv 
™N 





1.62 
1.61 
1.61 
1.69 


1.71 


1.69 
1.69 
1.70 
1.72 


1.82 
1.82 
1.82 
1.96 
1.95 


1.99 
2.03 
2.07 
2.10 


2.16 


2-35 
2.48 













Apr 








May 








Jun 







July 








Aus 















The Canadian Money Market Experiment 
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i1AND TREASURY BILL YIELDS Taste V 
[ az Average ee be ; Average ‘ ‘Avenge | 
| Average of Yield Average of Yield Average of Yield 
Daily Clos- | 3- Months Daily Clos- | 3-Months Daily Clos- | 3-Months 
} ing Rates | Treasury ing Rates | Treasury ing Rates | Treasury 
| (Week Bills (Week Bills (Week Bills 
ending each | (on foll- endingeach | (on foll- ending each | (on foll- 
Wednesday) owing Wednesday) owing Wednesday) owing 
Thursday) || Thursday) Thursday) 
| % » | | x | ¢ 7 a. | ¢ 
1956 | | 1956 | | 1957 
January | 2.47 2.59 || October | 2.80 3-21 July 3-69 3-81 
| 2.58 2.61 | 2.75 3-26 3-85 3-81 
| 258 | 2.57 | 2.90 3-34 3-75 3-81 
|} 233 | 2.53 | 2.80 | 3-37 3-58 3-80 
. 2.90 3-34 3-75 3-81 
February | 2.13 2.48 || 
| 2.20 2.49 || November | 275 | 3.33 August 3-88 3-92 
| 2.40 2.51 || | @a0 | 608 4.08 4-03 
2.48 2.52 | 305 | 3.44 4.00 4.08 
2.50 2.56 || 3-03 3-52 3-55 4-03 
March 2.63 2.60 || December | 2.80 3-53 _|| September 3-16 4-01 
2.63 2.62 || |} 3-55 3-59 3-20 4-00 
2.45 2.62 | 3-50 3-64 3-03 3-93 | 
2.58 2.64 || 3-25 3-67 2.45 3.80 
April 2.56 2.77 | *957 || October 2.95 3.84 
2.73 2.80 _ || January 3-25 3-65 | 3-85 3-87 
2.63 2.86 || 3-35 3-71 3-81 3-88 
2.68 | 2.89 3-49 | 3-72 3-65 3-83 
H 3-35 3-72 3-60 3-80 
May 2.63 | 2.91 || 3-00 3-70 || 
2.63 | 2.90 || | November 3-65 3-79 
2.63 | 2.87 || Februsry | 3-25 3-72 3.50 3-74 | 
|} 2.69 | 2.78 | 34° | 3-75 3-38 3-51 
2.973 | 2.72 | oe 3-81 3-53 3-58 | 
| 3-55 3-76 
June 2.73 | 2.68 | || December 3-70 3.67 
2.80 | 2.67 || March 3-50 3-72 | 3-75 3-67 
2.70 2.63 | 3-75 | 3-73 3-70 3-64 
2.48 2.52 |] 365 | 3.69 3-25 3.62 
3-70 3-70 
July a pa April 3-55 3-69 
Y 49 || a 
2.65 2.57 373 | 3 
2.63 2.65 | 375 | 3-73 | 
] 3-71 3-75 
August 2.75 2.80 | May 3-73 3-76 
2.83 | 2.97 | 3-80 | 3.78 
2.68 | 3-03 3-75 | 3-78 
2.50 | 3.00 | 3-72 3-76 
2.40 2.90 3-53 3-76 
| 
| September 2.25 2.92 || June 3-70 3-79 
2.80 3-05 ! 3-85 3-79 
2.75 3-09 | 3-83 3-80 
2.88 3-16 || 3-83 3-81 
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Bank Rate or Forward Exchange Policy 


1. The Dilemma of Bank Rate 


The use of the interest rate weapon in defending the official 
exchange rate of a currency — the most striking instance of which 
was the putting up of British Bank rate from 5 to 7 per cent in 
September 1957 — is beset by a peculiar dilemma. 

Pressure on an exchange rate may be of two main kinds. The 
first kind is exerted, as it were, on current account. A country’s 
current visible and invisible payments may be out of equilibrium; 
as a result, the level of its foreign currency reserves may be chang- 
ing rapidly, and if nothing else (e.g. the internal price level, or 
the level or direction of domestic demand) is adjusted, sooner or 
later the exchange rate must “ give”. Speculative anticipations of 
the exchange rate change may extend the trouble to the capital 
account, further accelerate the change in foreign currency reserves, 
and make remedial action all the more urgent. Two contemporary 
examples of such pressure, originating in the current account, are 
France, where the franc appeared, and to some observers still 
appears, to be overvalued relative to the level of domestic prices 
and demand, and Germany, where the opposite seems to be the 
case. Bank rate, though perhaps not foolproof, is an obvious weapon 
of defence against this kind of pressure, if only because, unlike 
fiscal policy, it can be applied without fuss and legislative delay. 

The other kind of pressure originates in the capital account, 
and may involve transfers of long-term and of short-term funds. 
Long-term movements are largely bound up with developments 
overseas, and are hardly subject to domestic policy measures. 
International movements of short-term funds, on the other hand, 
may be more amenable to available means of control; they are the 
main subject of this paper. These movements, of course, are 
reflected in the level of the foreign currency reserves of the country 
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under pressure, and if the reserves are low and dwindling, this 
may itself reinforce the flight of funds. If the currency is widely 
held internationally, and if holders enjoy certain (formal or infor- 
mal) rights of convertibility into other currencies (or if they can 
evade exchange control, for instance by commodity “ shunting ”), 
the foreign currency reserves may not prove adequate to satisfy 
their demands, and devaluation may be forced upon the country 
in question. Some observers felt that Britain’s plight in July- 
September 1957 was an example of this second kind of pressure. 
The current account showed a surplus running at an annual rate 
of over £200 millions, but the flight from the pound sterling more 
than offset the current account surplus, causing the central gold 
and dollar reserves to fall at an alarming rate. The British author- 
ities responded to the pressure by pushing Bank rate up to the 
almost unprecedented height of 7 per cent. 

Bank rate, of course, reacts both on the level of domestic 
demand or prices (and hence on the balance of payments on cur- 
rent account), and on the international movements of mobile funds 
(and hence on the balance of payments on capital account). There 
may well be a connection between the international and the home 
front; the speculative pressure on capital account may be due to 
a belief that the apparent health of the current account will not 
last, the balance will soon swing into serious deficit and devalua- 
tion will follow. To dispel this belief, the authorities may wish 
to use Bank rate on the home front for additional strengthening of 
the current account, by slowing down Britain’s rate of inflation. 
However, it has sometimes been argued that, as in February 1956, 
the purpose in September 1957 was merely to deal directly with 
the international front and arrest the outflow of funds on capital 
account by high short rates of interest in London. 

Be that as it may, it is clear that cases may occur (and whether 
the most recent British case was one of them may be left an open 
question) where the authorities see no. valid reason for cutting down 
home demand, feel no anxiety about the present and future balance 
of current payments, and regard speculative fears of devaluation 
as unfounded; and yet the strength of those fears, reflected in a 
flight into foreign currencies, forces them to take defensive action. 
This is when the Bank rate dilemma becomes painfully acute; for 
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Bank rate acts indiscriminately on both fronts, hitting the domestic 
economy even if it was not intended to do so (1). 

If the officially pegged exchange rate of an at least partially 
convertible currency (such as the pound sterling) must be defended 
without the judicious pegging of the forward exchange rate, the 
dilemma seems to have no solution. If, however, the authorities 
are not obliged to confine their supporting operations to the spot 
market, but will operate on the forward market as well, a technique 
is available which should in many situations help to overcome the 
dilemma. 

In dealing with the task and scope of forward exchange policy, 
it will be convenient to discuss the problem in specific British terms, 
if only because sterling offers the most obvious example; but the 
conclusions should mutatis mutandis be applicable to other cur- 
rencies as well. 


2. Simplifying Assumptions 


For the sake of simpler exposition, only two currencies will 
be taken to exist, sterling and the dollar, the one under a cloud 


of speculative doubt, the other believed to be safe and stable in 
terms of all other stores of value. Accordingly, only two centres 
will be used in the analysis, “London” and “New York”, the 
latter being a shorthand symbol for the rest of the world. The 
difference between the Treasury bill rates in the two centres 
(e.g. 6% - 3 = 3% per cent) will be referred to as the “ interest 
parity of the forward discount” on sterling (2). “ The official spot 
rate” will simply mean its own parity, (i.e. $2.80), as we shall 
abstract from permitted fluctuations between the two “ gold points ”. 
I shall use only one forward rate, talking of it in the form of an 
annual rate of discount compared to the spot rate, and assuming 
that there is only one type of forward contract (i.e., for three 
months’ delivery). The cost of transferring funds from one centre 


(1) This dilemma has been noticed by “The Economist” at the time of the 1857 
crisis: “ The advance in the Bank rate of discount to 8° must mot be regarded as an indica- 
tion of any further pressure upon the money market for domestic purposes, but as a protection 
against a drain on our bullion ”. (My italics). The Economist, October, 24, 1857. Domestic 
traders faced with scarcer and dearer money were unlikely to derive much comfort from 
the assurance that they “ must not regard ” the Bank rate move as having a domestic purpose! 

(2) Though imprecise, this formula is adequate for the purposes of our argument. 
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to the other, and the brokerage cost of arranging forward cover 
(the spread between forward buying and selling rates) will not be 
taken into account. 


3. « Positions » 


Various sterling “ positions” can be taken up by persons and 
firms with access to the spot and forward exchange market. Some 
of these are speculative in the sense that a change in the official 
spot rate (e.g. devaluation) would change the capital value of the 
position in terms of sterling; others represent arbitrage in the sense 
that they are hedged against changes in the spot rate. I shall clas- 
sify these positions under: 1) Pure Speculation, 2) Leads and Lags, 
3) Conversion of sterling balances, and 4) Arbitrage. The size of 
the speculative positions depends on the intensity of doubt felt by 
potential speculators about the future spot rate; as the case we are 
discussing rules out beliefs in the appreciation of sterling, stronger 
doubt will be taken as tantamount to a stronger expectation of 
devaluation. 

I shall measure degrees of “ doubt” by the forward exchange 
rate and the volume of speculative forward sterling positions at 
that rate; the wider the critical value of the forward discount 
needed to equate the speculative supply and demand of forward 
sterling (i.e. to reduce the speculative excess supply of forward 
sterling to nil), the higher is the degree of doubt. If the critical 
value of the forward rate is equal to the spot rate, there is com- 
plete confidence in sterling (doubt being of degree zero); while if 
the forward rate is at a premium, speculators must expect up- 
valuation relative to the dollar. There will be excess demand or 
supply of forward sterling according to whether the forward dis- 
count is wider or narrower than the critical value measuring doubt; 
and hence the market will fix the forward discount at its critical 
value unless there is arbitrage demand for forward sterling to 
match the speculative excess supply, or vice versa. 


1) Pure Speculation. This class is meant to embrace all (short 
or long) positions in forward sterling not offset by a position of 
opposite sign in spot sterling. For instance, it includes the (short) 
sale of forward sterling with a view to the purchase of spot sterling 
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in 3 months’ time (after the expected devaluation has taken place). 
This is popularly known as a “bear position”. But it is not dif- 
ferent in its function from what are popularly called “ commercial ” 
forward positions, such as the forward sale of sterling by a foreign 
exporter to Britain in anticipation of future receipts of sterling. 
In both the “bear” and the “commercial” case, the sellers of 
forward sterling would gain in terms of sterling in the event of 
devaluation. 

If sterling is not devalued before the forward contract matures, 
the sellers lose the discount at which they sold forward; and the 
converse is true of the buyers of forward sterling. Thus the forward 
discount is the deterrent to short sales; and at any given degree 
of doubt, the size of the net speculative position in forward sterling 
should respond to the width of the forward discount. But since 
devaluations, when they do happen, usually involve big jumps in 
the official spot rate and hence big gains to short sellers, a change 
in the forward discount of, say, 1 per cent per annum is unlikely 
greatly to deter those who expect devaluation. Once doubt reaches 
a significant degree, big changes in the forward discount may be 
required to produce even relatively small changes in speculative 
forward positions; in other words, the responsiveness of Pure 
Speculation to the forward rate may be fairly low. 

This kind of speculation is often blamed for the troubles of 
sterling, though of course it has no direct effect on the level of 
the gold and dollar reserves. However, it determines, through its 
effect on the forward discount, the profitability of interest Arbitrage, 
and hence it indirectly affects the reserves. I shall have to say 
more about this in later sections. 


2) Leads and Lags. These amount to a delaying of commer- 
cial payments to, and their speeding up from, the country whose 
currency is under doubt. But here again, the role of commercial 
payments is merely to furnish the occasion for speculation. Basically, 
the “lag” in payments represents the borrowing of funds in 
sterling and their lending in dollars. Such a “swap” is or is not 
attractive regardless of whether it is coupled with a commercial 
transaction. The reason why it must normally be so coupled lies 
in exchange control. Funds raised in London cannot easily be 
converted into dollars and moved to New York for purposes not 
approved by the authorities. But British goods can be exported 
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unhampered by the fence of exchange control. The sterling debt 
created by their movement is then left unsettled (or settled with 
the proceeds of borrowing in London), while their dollar proceeds 
are lent or otherwise used abroad. Without exchange control, the 
same phenomenon could appear in the guise of a straightforward 
capital movement, independently of lags between foreign trade 
shipments and their settlements. Its effect on the reserves would 
be the same in either case, as both cases imply a transfer of dollars 
from the “weak” centre (London) to the “strong” one (New 
York). 

Devaluation would reduce the dollar value of the unsettled 
debt in London or, which is the same thing, increase the sterling 
value of the credit built up in New York; and this, of course, is 
the expected profit from Lagging. On the other hand, to pay 
interest in London and receive interest in New York involves a 
current running loss if the London rate of interest is higher; and 
this interest differential is the cost of Lagging. Presumably, the 
wider the interest differential, the smaller will be the total Lag 
at any given degree of doubt. However, the responsiveness of the 
volume of Lagging to changes in the interest differential is likely 
to be fairly low for the same reason as the responsiveness of Pure 
Speculation to changes in the forward discount may be low. 

If the London-New York interest differential is greater than 
the forward discount on sterling, it is more costly to engage in 
Lagging than in Pure Speculation. Since Pure Speculation does 
not involve a direct loss of dollar reserves, while Lagging does, 
there seems to be a case for keeping the forward discount above 
its Own interest parity, in order to guide speculators away from 
Lagging and into Pure Speculation. 

However, this case is not a very strong one, for Lagging and 
Pure Speculation are not mutually exclusive alternatives; more of 
the one need not mean less of the other. If, upon a narrowing 
of the forward discount above interest parity, it becomes cheaper 
to sell forward sterling short, “laggards” may do so without 
reducing their Lagging. Thus it would be rash to base policy on 
this effect alone; let us merely bear in mind that by virtue of Pure 
Speculation as an available alternative, Lagging may be responsive 
to the forward discount as well as to the interest differential, though 
neither responsiveness is likely to be very high. 





Banca Nazionale del Lavoro 


3) Conversion of Sterling Balances. Two types of Conversion 
are of major importance for sterling. The first is into goods and 
services. For instance, India may finance her balance-of-payments 
deficit by running down her sterling balances. She is doing so 
primarily because of her own desires for industrial development, 
necessitating higher domestic investment than would be consistent 
with domestic savings. In other words, she is not doing so because 
of her fears of sterling devaluation; the movement is not speculative, 
and there is not much that British economic policy can do about 
it either by Bank rate or by other means. It is, as it were, a long- 
term loss which must in any case be borne by the gold and dollar 
reserves. 

The other main type of Conversion is that of sterling into 
other currency balances — in our simplified system, into dollars. 
In this case, the holder of sterling still wishes to have a given 
liquid balance, but decides not to keep it in sterling. The incentive 
to switch into dollars is primarily speculative; upon devaluation, 
a given balance kept in dollars will increase in terms of sterling. 
Since “resident” sterling enjoys no formal or informal convert- 
ibility rights on capital account, the problem is mainly confined 
to transferable sterling. An amount in the region of {£500 mil- 
lions is held by banks, firms and persons in Transferable Account 
countries, chiefly as working balances, and this sterling enjoys 
informal rights of convertibility. It can be converted into dollars 
either via commodity “shunting”, or with the direct assistance 
of the British authorities who support the transferable spot rate in 
order to forestall commodity “ shunting ”. 

But the conversion of these balances is not a permanent loss 
to the reserves. It should last only so long as doubt lasts. The 
holders are switching out of sterling because of their doubts about 
the official spot rate. Normally, they hold sterling so as to save 
the dealing “turns” (the differences between selling and buying 
rates of exchange) which they would have to pay when making 
sterling transactions out of a working balance kept in dollars. 
These dealing turns are the cost of staying out of sterling. If their 
doubt about sterling is dispelled, (e.g. by devaluation, or by a 
recovery of Britain’s dollar reserves), they would presumably switch 
back into sterling. 

Some former holders of sterling, foreseeing the need to do 
so, may in fact be buying forward sterling (thereby strengthening 
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the demand side of Pure Speculation) if the forward discount is 
wide enough to attract them, rather than wait in the uncertain 
belief that spot sterling may be made even more attractive by 
devaluation. For those keeping themselves short of spot sterling, 
a low forward rate represents an inducement to stay short (and go 
long of forward sterling instead), even if their expectation of 
devaluation is growing weaker. At the same time, if the London 
bill rate is higher than the New York one, Conversion represents 
a loss at least on those balances which are kept in bills or 
call money (though not on those which need be kept in cash). 
Thus, at any given degree of doubt, speculative Conversion of 
sterling balances will vary inversely with the London-New York 
interest differential, and directly with the forward discount on 
sterling (3). However, its responsiveness to either will probably 


be low. 


4) Arbitrage. In contrast to the various speculative positions 
discussed above, Arbitrage is an existing position in spot sterling 
hedged by a position of opposite sign in forward sterling, so that 
no capital gain or loss can arise upon any change in the official 
spot rate. Arbitrage, of course, is undertaken in response to a 


divergence between the forward discount and its own interest 
parity. If the forward discount is wider than the London-New 
York interest differential, it pays to move funds from London to 
New York because the loss on interest is more than offset by 
the gain on buying cheap sterling forward — and vice versa, it 
pays to move funds from New York to London if the forward 
discount is narrower than interest parity. Looking at it from the 
London point of view, the former can be called “outward” and 
the latter “inward” Arbitrage. 

However, simple “outward” Arbitrage is virtually prevented 
by exchange control. Nevertheless, as in the case of Lagging, it 
may escape through exchange control if it is coupled with an 
approved commercial transaction. The creation of a London debt 
and a New York credit (by Lagging), combined with the purchase 
of forward sterling at a discount greater than the interest differential 


(3) It will also vary with the present spot transferable sterling rate relative to its range 
of permitted fluctuation (i.e. between the anti-shunting “ floor” and the official “ ceiling ”), 
a low transferable rate being a deterrent to Conversion because of the chance that it may rise. 
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lost in the “ swap”, might suggestively be termed Hedged Lagging. 
It fulfils the same function as would be performed by undisguised 
“outward” Arbitrage, and it is just as harmful for the reserves 
as speculative Lagging would be. In conjunction with the Bank 
rate rise in September 1957, the authorities attempted to control 
both by restricting the use of short-term London borrowing facilities 
by non-residents. Such control increases “friction”, but it can 
never be quite effective so long as the forward discount offers a 
riskless profit to outward Arbitrage. 

“Inward” Arbitrage, the shifting of New York funds to 
London combined with a sale of forward sterling, is the modern 
equivalent of the classical gold standard mechanism. When, as in 
the late XIXth century, no doubt was ever felt about the sanctity 
of the gold parity of sterling, a small rise in Bank rate sufficed 
to draw large funds to London. Reputedly, Goschen thought that 
an extra 2 per cent would draw gold from the Moon! Today, 
however, really large international funds will not move merely in 
response to interest differentials, as their administrators do not 
wish to be responsible for exchange risk (4). The yield which does 
induce their movement is the net extra interest after reduction of 
the cost of insurance — the cost of insurance being the discount 
on forward sterling. (A  positive-gross-interest differential com- 
bined with a forward discount narrower than interest parity is, 
of course, fully equivalent for arbitrage purposes to a negative- 
gross-interest differential combined with a forward premium greater 
than interest parity). 

As Arbitrage is riskless, its responsiveness to the extra net 
yield is, at first, likely to be extremely high. A small rise in the 
forward sterling rate, lifting it from just below interest parity to 
just above it, should transform a large outflow (Hedged Lagging) 
into a large inflow (Inward Arbitrage) of dollars into the reserves. 
However, after the most mobile international funds have moved, 
any further inflow may require a successively narrower forward 
discount relative to interest parity, as a higher reward is needed 
to overcome the inertia of holders who do not habitually look for 
very fine yield differences. 


(4) Note the recent public statement by Herr Hermann J. Abs, head of the Deutsche 
Bank, that the placing of German funds in London is still “ severely handicapped” by the 
width of the forward discount on sterling. The Financial Times, 4th December, 1957. 
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4. The Forward Rate and the Level of Reserves 


As we have seen, doubt about sterling induces Lagging and 
Conversion, and hence may depress the gold and dollar reserves 
below what is regarded as a safe level. Arbitrage does not depend 
on confidence in sterling, but it depends on the forward rate. 
According to whether the forward rate is above or below its interest 
parity, Arbitrage will be inward or outward, either offsetting the 
speculative loss of reserves, or further aggravating it. The forward 
rate, in turn, depends primarily on what I termed Pure Specula- 
tion. If doubt about sterling is strong, a low forward rate will 
be established in the market under pressure of the excess supply 
of forward sterling, and thus Outward Arbitrage may develop. 
The resulting loss of reserves may further increase doubt, Lagging 
and Conversion may be intensified, and so on in a cumulative way. 

This may develop into a vicious circle. That it is at least a 
real danger is shown by the British experience in July-September 
1957. During that critical period, the forward discount against the 
dollar (not to speak of the discount against the mark) reached 
widths of 6-7 per cent compared to a London-New York interest 
parity of barely 1 per cent; and even when the violent jump in 
British Bank rate increased the interest parity to over 3 per cent, 
the forward discount remained wide enough to render Inward 
Arbitrage unprofitable, and leave Outward Arbitrage profitable. 
Not until November and the reduction in the Federal Reserve 
System’s rediscount rate did the forward discount eventually narrow 
to its interest parity. The British reserves had to weather the worst 
period before and just after the rise in Bank rate without the aid 
of mobile funds from abroad. 


5. How Effective is the Bank Rate Weapon ? 


A rise in Bank Rate may, with luck, dispel doubt about 
sterling, and then all will be well again on the external front, 
though at the cost of undesired disturbance to the home front. 
The main incentive for speculative Lagging and Conversion will 
be reduced or might disappear altogether, while a higher forward 
rate will presumably suffice to equilibrate the demand and supply 
of forward sterling due to less adverse Pure Speculation; and the 
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combination of a narrower forward discount and a wider interest 
parity (due to the higher Bank rate) should succeed in tipping the 
balance of incentive in favour of Inward Arbitrage. 

However, there is no certainty, nor even a strong likelihood, 
that a rise of Bank rate will in fact dispel or even reduce doubt. 
Its effect in this regard depends solely on the way potential spe- 
culators choose to interpret the move. If they interpret it as a sign 
of firm determination not to devalue, their confidence may be 
restored. But if they regard it as a desperate last-ditch defence 
after which only devaluation can follow, the raising of Bank rate 
may actually heighten the speculative fever. Which way the balance 
of opinion will swing in a given situation cannot be predicted 
a priori, and it would be most unsafe to take it for granted that 
Bank rate will reestablish confidence. Its effectiveness in altering 
speculative opinion in the desired way is rather a hit-or-miss matter. 

Admittedly, Bank rate cannot fail to exert an influence through 
the widening of the London-New York interest differential which 
its rise implies. But this influence is likely to be small for various 
reasons. Firstly, as argued above, the responsiveness of both 
Lagging and Conversion to the interest differential is probably 
low, so that the reserves might not get much relief from that 
quarter upon the rise in Bank rate. Secondly, although the perilous 
excess of the forward discount over its interest parity may be wiped 
out as the latter is widened by the rise in the London bill rate, 
this alone does not ensure that Inward Arbitrage can reach sign- 
ificant dimensions. Inward Arbitrage is accompanied by a non- 
speculative excess supply of forward sterling. If there is only a 
small volume of speculative excess demand for forward sterling 
even at the new, wider interest parity of the forward discount, 
only a small volume of Inward Arbitrage can be accommodated 
with forward cover. And if the responsiveness of Pure Speculation 
to the forward rate is indeed low, little speculative excess demand 
for forward sterling may be engendered by a widening forward 
discount. The vicious circle is unlikely to be broken. 


6. How Effective is the Forward Rate Weapon ? 


If private “ speculators” are not ready to step in and absorb 
any excess supply of forward sterling offered by potential arbitra- 
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geurs, there is no good reason why the authorities should not be 
ready to do so. Their action would amount to the provision of 
insurance cover against a contingency (devaluation) which is largely 
under their own control. 

So long as the international propensity for Arbitrage is not 
yet exhausted, any loss of reserves due to Lagging and Conversion 
can be fully compensated by attracting Arbitrage. This would be 
like a game of musical chairs; by Lagging and Conversion, private 
funds shift to New York and Britain’s official reserves are reduced, 
while by Arbitrage, the same funds (though administered by a 
different set of people) can be drawn back to London and the 
official reserves restored. 

This, as is obvious from the system of “ positions” discussed 
above, can be achieved by fixing the forward sterling rate at a 
(slightly) narrower discount than its own interest parity, and then 
absorbing any excess supply forthcoming at that rate. The absorp- 
tion can continue until the initial loss of reserves from Lagging and 
Conversion is compensated by Arbitrage, or until the authorities 
have some other reason for discouraging any further inflow. 

The excess supply of forward sterling forthcoming at the rate 
so fixed will come from two sources: from the incoming arbitra- 
geurs who wish to hedge, and from the “ pure speculators” who 
may, on balance, also be net sellers of forward sterling at its sup- 
ported rate. 

Subject again to the propensity of the international financial 
community to engage in Arbitrage, there can be little room for 
controversy about the efficacy of forward exchange policy in elim- 
inating Outward and attracting Inward Arbitrage. Unlike Bank 
rate, the forward exchange weapon is not aimed at, and its efficacy 
does not depend on, the restoration of confidence in sterling. It 
depends merely on the establishment of the right level of the 
forward discount, and on the willingness of the authorities to 
provide forward cover to all comers at that discount (5). Since 
the potential volume of Lagging at any one time is limited by the 
amount of commercial payments which can be delayed or speeded 


(5) There is an analogy here with the willingness of the central bank to act as lender 
of last resort to all comers at discount fixed by itself. 
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up (6), and since the volume of Conversion is also limited by the 
stock of transferable sterling in existence, the possible maximum 
loss of reserves on these counts must be similarly limited. There- 
fore the task of compensating the loss by attracting Inward Arbi- 
trage is likely to be manageable. Consequently, unlike Bank rate, 
forward exchange policy need not attempt to reduce speculative 
Lagging and Conversion; for it should be a matter of indifference 
to the authorities who happens to sit in which musical chair. 


7. The Cost of Official Forward Operations 


By acting as large-scale providers of forward cover (absorbers 
of excess supply of forward sterling), the authorities commit them- 
selves to deliver dollars on a large scale when the forward con- 
tracts mature. However, the other contracting parties (pure spe- 
culators and arbitrageurs) also commit themselves; they must honour 
the contracts by delivering sterling to the authorities. If they do 
not already hold spot sterling, they must first obtain it; and they 
can only find extra sterling, over and above that already in private 
hands, if they buy it for dollars from the authorities at the prevail- 
ing official spot rate (7). If they already hold spot sterling, or will 
receive some by the time their forward contracts mature, they can 
of course deliver that to the authorities. However, by doing so, 
they are merely exercising a right they already possess (8); for both 
American account sterling and transferable sterling are convertible 
anyway on a spot basis. If the holders choose to convert it on a 
forward basis instead, the authorities will save dollars at the rate 
corresponding to the forward discount. This saving will be ana- 
logous to their dollar earnings from those pure speculators who 
sold forward sterling short without expecting to receive spot sterl- 
ing by the time their contracts mature; these parties will have to 


(6) With proper control (e.g. with “sampling” by the Bank of England) of the 
quality of bills used to finance Leads and Lags, Lagging cannot exceed 3 months’ foreign 
trade turnover, and its upper limit in reality is likely to be lower than that. 

(7) Or at the spot rate for transferable sterling if the forward contract runs in terms 
of such sterling. 

(8) Implicit here is the assumption that exchange control is no less effective in prevent- 
ing the conversion of resident sterling into dollars on a forward than it is on a spot basis. 
This assumption could hardly fail to be true, for the authorities need not accept the delivery 
of resident sterling in satisfaction of their forward purchases. 
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buy sterling from the authorities at a higher (spot) rate than the 
(forward) rate at which they had agreed to sell it to them. 

It is thus clear that by providing forward cover, the authorities 
do not assume any additional obligation over and abe that which 
they must honour in any case. Any extra loss or gain can only 
arise from the difference between the spot and the forward sterling 
rate. If the forward rate is at a discount, and the spot rate is not 
devalued in the meantime, the difference is a gain to the authorities, 
and a loss to the sellers of forward sterling (9). This is what 
holders of spot sterling must pay for their hedges against devalua- 
tion, and what speculators against sterling must pay for their bets 
on devaluation. The authorities can quite cheerfully let themselves 
be paid for insuring spot holders against it, and for accepting 
speculators’ bets on it, if they have no intention of devaluing before 
the expiry of the respective forward contracts. 

On the other hand, the authorities do incur a cost with forward 
exchange policy in the sense that they virtually give up their 
freedom to devalue even if that should appear desirable after all. 
A downward adjustment of the spot rate would namely involve 
them in very heavy windfall losses (equal to the difference between 
the old forward rate and the new spot rate, over the aggregate 
volume of their forward sterling purchases). 


8. Forward Exchange Policy and Confidence 


In thus relinquishing their freedom to devalue the currency 
in the time span covered by their forward contracts, the authorities 
may well find that the logic of speculation helps them to turn 
weakness into strength. The use of Bank rate would leave them 
free to devalue. Therefore the choice of Bank rate in preference 
to forward exchange support could be a signal to speculators that 
the authorities are not altogether sure of their ability to resist the 
pressure without devaluation — and such a signal might well 
increase the prevailing doubts about sterling. 


(9) With a large-scale speculative attack on sterling, the authorities’ dollar earnings 
from their forward support operations may well run into $5-$10 millions annually for each 
1 per cent of the forward discount. 


5 





70 Banca Nazionale del Lavoro 


The use of forward exchange policy instead of Bank rate is, 
on the other hand, a fairly strong signal that the authorities are 
confident of their ability to resist pressure for at least the next 
three months (10). But if no devaluation can be reasonably expected 
for the next three months, then Pure Speculation, Lagging, and 
Conversion hold out no prospect of profit to compensate for their 
cost for that period. The sophisticated speculator should therefore 
suspend these activities, and need not resume them before he sees 
that the authorities have stopped supporting the forward sterling 
rate, and are preparing to “ clear the decks ” for devaluation. Actual 
devaluation could then conceivably follow when the bulk of the 
authorities’ existing forward contracts have matured. However, 
by that time the recovery of the gold and dollar reserves (and the 
fall in the speculative excess supply of forward sterling) due to 
the abatement of speculation, may make the prospect of devaluation 
remote, and may itself remove the incentive for the resumption 
of speculation! 

Thus, though forward exchange policy can be quite effective 
through Arbitrage alone, and need not depend on confidence in 
sterling, it may nevertheless, in a perhaps unexpected way, tem- 
porarily restore confidence just at the most critical time; and once 
restored, confidence may not again give way to doubt unless some 
new disturbance induces a new, independent wave of pressure. 


Summary 


1. If there is a speculative attack on a currency backed by 
inadequate reserves, a dilemma may arise in the use of defensive 
weapons of policy; for one such weapon, Bank rate, may induce 
a domestic contraction when no such contraction is desired. 


2-3. The speculative attack takes two main forms; short for- 
ward sales of the currency in question (Pure Speculation), and the 


(10) The only other possible meaning of the signal could be that the authorities are 
simply bluffing. But forward exchange policy, not based on a firm belief about their own 
powers to hold the official spot rate, would be a pointless and expensive bluff, which could, 
moreover, be very easily called. 
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actual flight of funds (Lagging and Conversion). Non-speculative 
interest Arbitrage, combining an actual movement of funds with 
a forward exchange contract in the opposite direction, may be 
either Outward, leading to additional gold losses, or Inward, off- 
setting the loss of reserves due to the speculative flight. 


4. Pure Speculation determines the forward exchange rate, 
and hence the direction (Outward or Inward) which Arbitrage 
will take. 


5. Bank rate works partly by determining the interest parity 
of the forward exchange rate, and partly by affecting (foreign) 
confidence in the currency. The latter effect is unpredictable and 
may swing either way. The former effect is likely to be very 
small unless Bank rate is changed with great violence. 


6. Forward exchange policy works by supporting the forward 
rate at the level which will induce sufficient Inward Arbitrage to 
compensate for the speculative loss of reserves. This is likely to 
imply forward purchases of the currency both from arbitrageurs 
and from short sellers (speculators). 


7. Such policy does not involve any additional risk for the 
reserves, for only such amounts of the currency can be converted 
into gold or dollars on a forward basis as could in any case be 
converted on a spot basis. Any conversion transacted on a forward 
basis will represent a saving of gold or dollars if the forward rate 
is at a discount compared to the spot rate. 


8. The efficacy of supporting the forward rate does not depend 
on the restoration of confidence in the currency. However, massive 
intervention in the forward market is the strongest possible proof 
of official determination to maintain the spot rate unchanged. 
Therefore it is likely to affect speculative opinion in a more potent 
and predictable way than Bank rate. 


Oxford A. E. Jasay 
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APPENDIX 


Fig. 1, representing in a diagrammatic way a theory of the forward 
exchange rate underlying the foregoing exposition, may be found helpful in 
following the interaction of speculation and arbitrage. 

The vertical axis measures the forward discount, expressing it as an annual 
rate of interest, compared to its own interest parity. At O, the forward dis- 
count is equal to the difference between the interest rate at home and abroad. 
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Fig. 1 


At E, the forward rate is equal to the spot rate. Above E, it is at a premium. 
Thus the position of the horizontal axis relative to E reflects the home rate 
of interest compared to the foreign one; and a rise in Bank rate is represented 
by a downward shift of the horizontal axis from O to O’. 

The horizontal axis is used simultaneously to measure the volume of both 
forward and spot exchange “ positions”. The curve OS depicts the schedule 
of Inward Arbitrage, which is assumed to be highly elastic with respect to an 
excess of interest parity over the forward discount at first, but to have diminish- 
ing elasticity after the most mobile funds available for arbitrage have already 
moved. OJ is the stock of arbitrage money bought spot and sold forward, 
which has moved in from abroad in response to a forward rate of F. The curve 
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OD is the schedule of Outward Arbitrage, responding to an excess of the for- 
ward discount over its interest parity. (It is drawn in broken lines, because 
it may not represent a true schedule if Outward Arbitrage is made difficult 
by exchange control and refinancing restrictions). Both the OS and the OD 
curves are symmetrically reproduced in the form of an O’S’ and O’D’ curve, 
reflecting their downward shift if Bank rate is raised from O to O’. 

The parallel DD lines are speculative excess demand schedules for for- 
ward sterling, each reflecting a given state of speculative expectation or “doubt”. 
DoDo reflects “ zero doubt”, and shows excess demand for forward sterling 
at any forward rate lower than the official spot rate. D,D,, D,D, and D;D; 
reflect increasing degrees of doubt, requiring increasing forward discounts to 
equate the speculative excess demand for forward sterling to nil. Assuming 
that D,D, reflects the actual state of doubt, a forward rate of F would engender 
negative excess demand (excess supply) equal to OB. 

If D,D, remains the relevant speculative excess demand schedule through- 
out, a rise of Bank rate, expressed as a downward shift of the horizontal axis 
from O to O’, would render possible the influx of Arbitrage money to the 
extent of O’J’, as it is at J’ that the speculative excess demand schedule for 
forward sterling intersects with the arbitrage excess supply schedule of forward 
sterling. The gold and dollar reserves would, of course, benefit to the same 
extent. If they had suffered a loss larger than O’J’ due to Lagging and Con- 
version, and if this loss must be offset by Inward Arbitrage, then the required 
rise in Bank rate would also have to be larger. 

Pegging the forward rate at F would imply a benefit to the reserves of OJ, 
and official forward purchases of sterling equal to BJ; BO from speculators 
and OJ from arbitrageurs. If no devaluation took place before the maturity 
date of these forward contracts, such volume of forward purchases would result 
in official dollar earnings (and/or savings) equal to the rectangle MNPR. To 
maximise the area of the rectangle at a given Bank rate, the forward rate 
would have to be pegged at the level where the marginal supply price of for- 
ward sterling (offered by speculators and arbitrageurs) is equal to the official 
spot rate. 

A. E. Jasay 











The American Consumer: A Financial Portrait 


In its 1956 annual report the Chairman of the President’s 
Council of Economic Advisers remarked that it would be “ ... desir- 
able to increase the influence that the federal government can 
exercise on consumer credit”. In order to explore the matter more 
fully he requested the Federal Reserve Board to undertake a broad 
study of the role of consumer instalment credit in the economy. 
The results of this study were published in March 1957. 

It is a study that is assured an honored place on the economist’s 
bookshelf. Whether many readers will have the patience to plow 
through its more than 2,000 pages, and whether it will make it 
any easier for the President, or his Council of Economic Advisers, 
to form a judgment as to the desirability of consumer credit control 
is another matter. In fact, one who has read even a minor portion 
may be rendered incapable of action by the array of facts and 
opinions seemingly supporting all and any action he might, for 
other reasons, wish to take. Unfortunately, too, the Survey is not 
prefaced or concluded by any summary of findings. The Board 
of Governors, publishing its own conclusions two months after the 
Survey’s publication simply stated that it did not anticipate consumer 
credit as turning into a major disturbing influence in the future 
and that special regulations were not now required. 

Its main value thus does not lie in any conclusions the study 
draws nor any call for action. It draws few conclusions. It calls 
for no action. It is concerned with isolating and describing the 
anatomy and physiology of consumer credit, not with pathology 
and therapy. Anyone approaching it with the expectation of finding 
a document which deals in judgments and decisions is bound to 
be disappointed. 

The press has generally taken a critical attitude of this defi- 
ciency. It has characterized the study as a mountain having given 
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birth to a mouse, its authors as timid, its conclusions as “ conclu- 
sions”. To this reader the verdict seems not only a little harsh, 
but also mistaken, unless one proceeds from the premise that from 
a wide array of statistics it must always be possible to draw a con- 
clusion as to cause and effect in the past, and therefrom, in turn, 
a lesson as to policy in the future. 

The staff of the Federal Reserve Board has indeed brought 
together a great mass of statistics, but, given the nature of economic 
development and its mechanism, it has for the most part been 
unable to isolate with sufficient clarity those events that can be 
causally related to occurrences in the consumer credit field. To 
illustrate: that credit expansion is a potential harbinger of economic 
instability we have always known. That consumer credit is one 
of the smaller components of total credit we have also known. 
The degree to which expansion in consumer credit has in the past 
been a factor in instability we would like to know, but the 
assembling of statistics has not furnished the answer. And so with 
many of the other questions raised. Perhaps the fault is less the 
cook’s than the client’s who ordered the dish. 

Because of its nature, the study is most valuable for the insight 
it provides into the nature, growth and mechanism of consumer 
credit as it has come to exist in the United States today. Except 
to the specialist in consumer credit matters its spread is a revelation 
even to an American reader who himself has repeated occasion to 
partake in it. The following pages attempt to summarize the 


most significant features of consumer credit in the contemporary 
American scene. 


1. The volume of consumer credit. By the end of 1956 con- 
sumer instalment credit outstanding had reached the all-time high 
of $31,500,000,000. It had climbed to that level from a modest 
$1,000,000,000 in the early ‘twenties, interrupted by declines only 
during the Great Depression and during World War II. Its steepest 
rate of ascent began after World War II. From a low of 
$2,000,000,000 in 1944 it rose without interruption to $29,000,000,000 
at the end of 1955. Its growth in 1955 alone was of the magnitude 
of $5,500,000,000 and was by itself largely responsible for drawing 
attention to the whole problem of consumer credit. To provide 
some comparisons, consumer instalment credit in 1956 amounted 
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to some 8% of gross national product. It represented nearly one- 
quarter of all consumer debt (62°/ of all consumer debt was mort- 
gage debt). 


2. Objects of instalment debt. In 1939, when total instalment 
credit was only $4,500,000,000, automobile credit, personal loans, 
and other consumer goods paper shared about equally in the volume. 
In 1955, automobile credit had run far ahead of the rest of the 
field: it accounted for almost half of the total, having increased 
ninefold, while the other types were at only four to six times their 
1939 level. Even mortgage credit had expanded only 6% times 
during the same period. 


3. The users of instalment credit. In early 1956 almost half 
— to be exact: 45°, — of all spending units (1) in the U.S. were 
carrying instalment debt. One out of every two American families 
— using the term as broadly equivalent to “spending unit” — 
was “ paying off ” the purchase of a car, a television set, a washing 
machine. As one would expect, the frequency of instalment debt 
was least at the extremes of income: only one in five households 
had instalment debt on the $1,000 per year income, and only one 
in three on the $10,000-plus per year level. 

At the lower end, even instalment purchases of high-cost con- 
sumer goods are prohibitively expensive (and often not needed as 
these spending units may be single, older persons), whereas in the 
top income group cash payments impose no particular burden. It 
is in the medium income groups — $4,000-$7,500 per year — that 
instalment buying is most frequent. Here 56°% of all spending 
units carry such debt. On the other hand, the amount owed 
increases with income and is highest in the $7,500-$10,000 group 
which owes, on the average, some $670, or a little less than 10° 
of annual income. 

Many consumers, however, are carrying instalment debts that 
represent far larger shares of their disposable income. The extreme 


(1) A statistical concept indicating all related persons living together who pool their 
income. A family with children less than 18 years old is the typical “ spending unit”. But 
a family including a child aged 18 or over who earns at least $15/week and does not con- 
tribute his income to the family would be two spending units. 





The American Consumer: a Financial Portrait 77 


case is the family with an income of less than $1,000: in this 
category in which only 19% of the spending units carry instalment 
debt, almost half of these units carry an instalment debt equivalent 
to 40% of their disposable income. By contrast, only 1% of all 
spending units carrying instalment debt in the $7,500-10,000 income 
group have as high a proportion of their income tied up in instal- 
ment debt service. 

There is also a definite correlation between age and instalment 
debt. The carrying of instalment debt is highest among the 25-34 
year olds, i.e. the new families who are acquiring the durable 
consumer goods they consider essential in setting up a household. 
As high as 61°% of the spending units in this age bracket carry 
instalment debt. By contrast, in the 55-64 year old group the per- 
centage drops to 29. Both habit and need render instalment debt 
less frequent. 

The use of instalment credit varies also with occupational 
status. Farmers are least apt to incur such debt — only 24° of 
them — possibly out of a conservative attitude towards debt in 
general. Among other occupations, the use of instalment debt is 
highest among skilled and semi-skilled workers of whom almost 
two-thirds carry such debt. Of those who do, however, over one- 
third commit less than 10° of their income to instalment debt 
payment. 

The typical expenditure on durable consumer goods, excluding 
automobiles, covered by instalment credit in 1955 amounted to 
somewhere between $200 and $500 per family. Furniture was the 
leading item, followed by television sets, washing machines, refri- 
gerators and cooking stoves. 


4. Automobile purchases. Automobile ownership has been the 
nursery of instalment credit. It is its mainstay now. By the end 
of 1955 close to half of all outstanding instalment credit originated 
in automobile purchases. In order to appreciate the role of the 
automobile in the American consumer’s budget one need only look 
at the statistics of ownership. In early 1956 even in the lowest 
income group — less than $1,000 a year — 28°% of the families 
owned one car. In the top group — $10,000 and over — 62% 
owned one and 32% two or more cars; only 6% owned none. 
The following table shows ownership by income groups: 
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These figures indicate the vast impact of automobile purchases 
upon practically every phase of the economy. Their role in instal- 
ment credit is indicated by the fact that, except in the top income 
bracket, half or more are purchased on credit. In the medium 
income groups which comprise the bulk of the population, two- 
thirds of all automobile purchasers buy their cars on credit, and 
in 1955 one-third of all spending units in these brackets did, in 


fact, purchase a car. 


5. The lenders. The kind of instalment paper that was out- 
standing at the end of 1955, by types of lenders, is shown in the 
following tabulation: 


DISTRIBUTION OF CONSUMER INSTALMENT CREDIT, BY TYPE OF UNDERLYING 
TRANSACTION AND LENDER, DECEMBER 31, 1955 
(in million dollars) 


























| . | 
Automobile — | Personal | 

paper consumer | ization | Ioans | Total 

goods of homes | | 
S SNE eco ess 

Total | 1 3,668 7,626 1,670 6,256 29,020 
Held by: 
Commercial banks 5,305 2,042 | 1,338 1,916 10,601 | 
Sales finance companies 6,919 1,034 | 465 8,418 
Consumer finance com- | | 

panies - oo — — — 2,155 2,155 

Automobile dealer 535 — | — | -- 535 

Credit unions . | — — — | 1,019 1,019 

Department stores a 1,511 | — | — 1,511 

Other retail stores _ 2,533 — — | 2,533 
Other financing institut- | | | | 
ions Ge aa 709 | 506 | 332 | yor | 2,248 | 
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As may be seen from the above table, commercial banks are 
today the biggest lenders in the consumer field. This has not 
always been the case, but is a recent development. Just prior to 
World War II commercial banks held only $1,700,000,000, or one- 
fourth of all consumer credit. In 1955 their holdings were approach- 
ing 40°% of all outstanding consumer credit, and there is hardly 
a bank left in the United States that does not engage in consumer 
instalment lending. 

Sales finance companies, the second-largest lender in the field, 
have had a chequered history. Preceding commercial banks by 
many years they suffered a severe setback during the depression 
years and again during World War II when their role was largely 
taken over by consumer finance (or small loan) companies which 
found it easier to make loans in the face of stringent credit regul- 
ations. At present sales finance companies hold almost 30°/ of 
all outstanding consumer credit. 

Consumer finance companies which specialize in small loans, 
often unsecured, typically at high rates of interest, have held on 
to a steady 10°/ of the instalment credit market. According to a 
recent survey, the principal reason that brings borrowers to these 
companies is to consolidate miscellaneous overdue bills, i.e. to make 
a funding operation. Health expenses are the second-largest cause, 
accounting jointly with general funding for almost 50° of all 
loans. Automobile purchases, durable consumer goods and home 
repair are relatively unimportant. In a sense, most of the loans 
made from consumer finance companies represent special emer- 
gencies, cases of “ overextension ”. 
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1941 6,085 28 30 9 7 26 
1945 2,462 30 12 18 | 12 78 
1948 | 8,996 39 22 4 4 21 
1950 | 14,703 39 | 2 | 9 7 20 
1953 23,005 39 | 26 9 8 18 
955 | 020 | 37 | 39 y 9 | 16 
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Retail stores have been a diminishing factor in the holding of 
consumer instalment credit. To an increasing degree, stores prefer 
to sell their paper to banks or finance companies rather than be 
saddled with the labor and expense of carrying the credit for their 
own account. 

The following tabulation shows the relative role of the various 
lenders, from 1941 to 1955. 


6. The terms. With the extension of consumer instalment 
credit to a growing group of consumers and list of goods has come 
a gradual easing of terms. Required down-payments have been 
reduced, maturities lengthened. Interest rates, on the other hand, 
have remained stable or have been raised. 

In the case of automobiles the easing of terms has been spec- 
tacular. Between 1920 and 1955 length of maturities doubled. In 
the shorter period 1939-1955 it rose some 50°. The really big 


jump occurred in 1954 and 1955, as may be seen from the fol- 
lowing : 


PERCENTAGE OF ALL NEW AUTOMOBILE INSTALMENT CONTRACTS 
HAVING SPECIFIED MATURITY AND DOWN-PAYMENT RATIO 
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Maturity (months): 


Op Oe 4.4.52 s | 66 57 48 34 

2 a 25 18 13 7 
Down-payment ratio: 

ge, 48 41 | 38 30 


a 19 17 14 9 


As may be seen, in the average course of 18 months the per- 
centage of cars being financed at 30 months and over doubled, 
and more than tripled for cars having a maturity of 36 months 
and over. At the same time, down-payment requirements were 
relaxed: 50°4 more cars were sold with only 25°% or less, and 
over 100% more with a mere 15°, down-payment. Statistics show 
that low down-payments and long maturity go together, thus creat- 
ing a situation in which the financing charge adds a substantial 
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amount to the cost of the car and the total credit may exceed the 
dealer cost by as much as 25%. By now the typical automobile 
instalment purchase gives the buyer 30 months to pay, with a down- 
payment of about 25% of the price. 

Banks usually insist on shorter maturities and require larger 
down-payments than do other lenders, but only when banks func- 
tion as lenders to consumers. When banks purchase paper from 
other lenders, they accept, by and large, the terms set down by 
those agencies. 

Appliance sales are usually even less stringent: 10% down- 
payment and maturities stretching 24-30 months and even 36 months 
on more expensive items are the rule. 


7. The cost of credit to the consumer. Consumer credit is 
one of the most profitable lines a lender can engage in. Interest 
rates charged are by far the highest found in any type of lending. 
At the same time they encounter least resistance, since their signi- 
ficance is dulled by the seller’s method of quoting the “ monthly 
charge”, in which the interest, merged with the cost of the pur- 
chase, not only loses its identity, but appears of relatively minor 
magnitude altogether. In fact, there are good reasons to believe 
that in the majority of instances the consumer is unaware of the 
rate of interest he pays or the amount of the carrying charge. 
(He is therefore equaliy insensitive to changes in the rate of 
interest). 

To illustrate, if on a given purchase there remained an unpaid 
balance of $2,000, to be financed, this would be increased by, say, 
$35 for various types of insurance, and, at 6°/ per annum, over 
a two-year period, by $244.20 for interest, yielding a total of 
$2,279.20. The monthly payment would be computed at $94.96, 
including the financing charge. This, in most instances, is the 
figure on which the prospective buyer will focus and which will 
be at the root of his decision to buy or not to buy. What if the 
interest rate were to be 8°/, instead of 6°, ? His monthly payment 
would then rise to $98.33, i.e. by only $3.37, or by less than the 
price of a restaurant meal for two! Obviously, the rate of interest 
bothers only the most sophisticated purchaser. 

It takes an equally erudite purchaser to realize that his 6° 
interest consists of an “ add-on” charge — the term for the method 
of charging interest on the face value for the entire length of the 
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contract — and that he is therefore actually paying over 11° on the 
average amount outstanding during the life of the contract. This 
rate which is the rate at wich about half of all instalment purchases 
were financed in the spring of 1957 (with half of the remainder 
above and half below) compares with contemporary mortgage rates 
of 56%, 4%4-5%4% on bank loans to business, or go-day acceptances 
at just over 3%. 

Rates charged on personal loans made by consumer finance 
companies run even higher. Typically, these companies will charge 
3% per month on the outstanding balance for the first $150 to 
$300 (varying from State to State) and less for larger amounts. 
They earn over 2°%% per month on such loans. Commercial banks 
engaging in personal loans are limited, by state laws, to much lower 
rates, but still ranging from 614° to 9% per annum. 

Even before the rise in the interest level, that began in 1955, 
rates charged to consumers were thus far more in line with what 
Americans generally have considered exorbitant rates of interest in 
many foreign countries, including those of Western Europe. But 
most American consumers would be ready to deny, in good faith, 
that on typical instalment contracts they are paying 11°/ and more. 


8. Cost to the lender. The high rates of interest charged in 
the consumer credit field are directly related to the cost of financing. 
Interest cost, to the lender, is not the largest single cost element. 
Administrative costs, fixed and operating, are higher, and they are 
relatively higher the smaller the loan. With large volume, however, 
the significance of the fixed costs diminishes and consumer lending 
becomes highly profitable, more so on the whole than other types 
of banking and manufacturing. 

Surprisingly, perhaps, the risk element in consumer lending is 
not especially high and losses are not the factor making for high 
cost, nor has there been any significant change in this picture over 
the past decade. The experience of commercial banks is that at 
any time no more than 114° of all instalment paper outstanding 
will be delinquent from one to three months. For automobile 
loans made directly by banks to buyers, the rate is only half that, 
whereas it has in the past risen to over 2°%/ for paper credit arising 
out of appliance sales. Net losses, on the basis of meagre data 
available, do not seem to exceed 1°94 in terms of total credit 
outstanding in any recent year. 
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g. The new consumer. The rapid growth in consumer credit 
has been made possible by the consumer’s willingness to become a 
debtor and save after rather than before the purchase. It has been 
helped along by the willingness of lending agencies to assume the 
administrative burdens and possible financial risks connected with 
small-scale and atomized consumer lending against the prospects 
of high earnings. In back of both developments has been the 
continuous growth of the economy and with it the substitution of 
service-rendering capital assets for purchased services: the trend 
from rented apartments to home ownership, the concomitant growth 
of the suburbs with consequent increased needs for transportation, 
i.e. automobiles, increasing difficulty and expense of domestic help 
with the consequent spread of household appliances — dishwashers, 
laundry machines, lawn mowers, etc. — to replace hired labor. 
Finally, the replacement of outside entertainment by television. A 
statistical reflection of this development is presented below: 


INDEXES OF SELECTED CONSUMER EXPENDITURES, 1955 


(1929 = 100) 
Total consumer expenditures "oe ne ee ae eee 322 
IS a lll Ol 541 
| ee ee ee ee 585 
User-operated tramepertation =. ww wt lt ltl tl tle 489 
es em OU ee Oe Oe 195 
Purchased local tramsportation . . . . . . . «© « - 190 
Admission to motion picture theatres . . . . . . . . 179 
Laundering in establishments . . . . . . . . « 205 


The above data dramatically illustrate the changed consumption 
pattern that has developed during the past two decades: away from 
rented and purchased services, towards self-supply of services derived 
from owned durable assets. In this framework the extension of 
consumer credit appears not so much as an addition to but as a 
re-allocation of available resources. 

What has happened to the consumer is that he has shouldered 
a growing burden of liabilities to acquire an increasing stock of 
non-liquid assets. In relative terms, the rise in liabilities has far 
outrun the rise in assets: compared to 1939 the consumer’s total 
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assets in 1955 had risen by 261%, his liabilities by 408% (both 
measured against a combined rise in population and prices of 
roughly 150% over the same period). Within the asset group, 
automobiles have risen 564°4, homes 361°%, life insurance and 
pension assets 345%, all of them relatively non-liquid and most of 
them requiring regular service payments. 

In the aggregate, nonetheless, total consumer liabilities are, of 
course, only a fraction of total assets (about one-eighth in 1955) 
and are 60% of total liguid assets. However, the aggregate picture 
is grossly misleading. Most of the liquid assets are held by debt-free 
consumers, with the result that for debt-carrying consumers alone 
liabilities exceed their liquid assets by some 50°. This is merely 
another aspect of the fact that liabilities are discharged largely out 
of current income. Nonetheless, if consumers-in-debt were a 
business concern, the excess of current liabilities over liquid assets 
would be considered precarious. 

This precariousness emerges also from a study of the liquid 
assets held by spending units in various income groups, as shown 


below: 
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Under $1,000 . . . II 624 
$ 1,000-1,999 . . . | 12 | 1,480 
$ 2,000-2,999 . .. | 13 | 2,485 
$ 3,000-3,999 . . . 4 3,500 
$ 4,000-4,999 .. . 14 4,400 
$ 5,000-7,499 .. . 22 5,950 | 
$ 7,500-9,999 .. . s 8,315 | 1,560 
$10,000 and over . . 6 12,300 | 3,500 














Two-thirds of all spending units, comprising all income groups 
below $5,000, carry liquid assets of less than 10% their annual 
income. On the other hand, when one omits those units holding 
no liquid assets, the percentage is both higher and apparently quite 
independent of income level, until one reaches the income group 
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of $7,500 and over. The comparison suggests a large number of 
spending units without any liquid assets other than the cash they 
keep (which is excluded from liquid assets). Again, in relation to 
consumer credit this indicates increased reliance on ability to pay 
for acquisition of assets, whose cost exceeds currently available 
income, out of future income rather than out of past accumulation 
of savings. It also suggests, however, a marked vulnerability of 
consumers to reduction in income, especially when not offset by 
social security, pensions or other payment schemes. 


10. The profitability of lending. Consumer credit is expensive. 
As has been indicated above, costs of operation are high, largely 
because of the multiplicity of small transactions involved, the 
frequency of payments, investigations of credit worthiness, and, to 
some extent, the expectation of bad debt. Consumer credit com- 
panies do not rank especially high in the ratio of their profits to net 
worth, or, put differently, profits are not especially a reason why 
consumer credit is expensive. 

The Federal Reserve Board study cites an interesting illustration : 
the collective experience of lenders under the Small Loan Act in 
the State of New York in 1954. The following table presents these 
data in a percentage breakdown: 








Percent 


Gross income per loan granted . 
Advertising 
Bad debts . ‘ 
Rent, heat, light, services . 
Salaries 


Telephone and telegraph 


All other expenses . 


Total operating cost . 


Interest paid 


Total expenses 


Income before taxes 
Federal, state, and local taxes . 


Net income after taxes . 
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While the above picture is not necessarily typical of all, or even 
most, consumer credit agencies, it is perhaps surprising that in the 
field of small lenders which is loosely thought of as an area of large 
profits only 8 percent of income from lending represents net income 
to the company. 

The profit situation varies, of course, with the source of funds, 
though the impact of the interest rate is limited by the moderate 
significance that the cost of money has in total costs. Except for 
the very smallest units, sales finance companies rely on short term 
debt financing for about half their funds. 

It is commonly assumed that the risk in consumer lending, 
expressed in delinquent payments, losses, and repossessions is of a 
large order of magnitude. Statistics do not bear this out. From 
the data available the net loss of finance companies as a percentage 
of outstanding credit is certainly less than 19% and has been 
declining. 

While these percentage figures are small in an absolute sense, 
it must, however, be remembered that control of losses is one of 
the few ways a finance company has to improve its earnings. Since 
a high percentage of its costs is fixed and the cost of money is a 
factor over which it has little if any control, the quality of its loans 
becomes a primary factor in the fortunes of a lender. A sound 
judgment of how much a risk is worth taking in order to attract 
a large enough volume of business emerges as one of the prime 
requisites of a successful consumer credit lender. 


11. Consumer credit versus economic stability. On balance, 
and with a good many hesitations and qualifications, the Federal 
Reserve Board finds that consumer credit tends to promote economic 
instability. It comes to this verdict, if such one may call it, in 
30 pages of heart-searching contemplation of a great many statistical 
series; its affirmative findings are far from overwhelming. They 
consist briefly of the following: 


(a) Consumer instalment credit, though often a factor in 
business fluctuations, has not been found to be a principal cause. 
(b) Consumer instalment credit seems to have preceded 
business upturns and downturns and to have amplified the swings. 


(c) It appears to have boosted upswings more than it has 
aggravated downturns. 
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(d) Since consumer credit is a boom phenomenon, and since 
the savings required to make payments occur after the contraction 
of debt, consumer credit, by promoting savings after rather than 
before the purchase, aggravates cyclical swings. 


(e) With the growing quantitative role of consumer credit 
its unstabilizing effects are likely to be increasingly felt. 


Caught by the difficulty of statistical analysis — the near- 
impossibility to isolate consumer credit and its effect in the vast 
mass of financial statistics — this part of the Federal Reserve 
Board’s survey, though at the heart of the problem, remains sin- 
gularly unsatisfactory, so much so that the reader must question 
the priority of the empirical-statistical over the analytical approach, 
when statistical evidence is so spotty and unsatisfactory. 


12. Response of consumer credit to monetary policy. In this 
area, too, central to the issues posed in the Survey as a whole, the 
findings are less conclusive than one would have hoped for. At 
the retail level, consumer borrowing has historically been highly 
insensitive to increases in the cost of borrowing, when these have 
taken the form of higher interest rates. Shorter maturities and 
larger down-payments, on the other hand, would be effective res- 
traints, but statistical evidence of the application of such measures 
is lacking. In fact, the history of consumer financing is one of 
almost uninterrupted increasing length of maturities and decreasing 
size of down-payments. 

By the consumer’s relative insensitiveness to higher interest 
rates the lender is able to pass on to the consumer whatever increase 
he himself faces in the cost of money. But the lender does not 
rely solely on this ability. In addition, finance companies usually 
have first-rate credit records and thus enjoy considerable protec- 
tion against demands of tighter borrowing costs. Similarly, their 
profitability provides at least a temporary cushion, and they usually 
have idle credit lines which afford them a shelter when credit 
becomes more stringent. They thus have several lines of defence 
against credit stringency. 

The mechanism through which tightening credit conditions 
eventually does affect consumer lending on the wholesale level is 
a complex of elements, such as anticipation of losses, the closer 
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scrutiny of accounts, the less liberal treatment of contracts not 
conforming to standard conditions, the concern of lenders with 
maintaining satisfactory ratios of equity to debt and of different 
kinds of debt to one another, etc. The net result of these consid- 
erations are greater selectivity on the part of lenders and even the 
elimination of marginal lenders and borrowers, normally rein- 
forced by a relaxation of demand stemming from the same economic 
causes which create credit tightness. Thus general credit shortage 
reaches the consumer lending market. 

Unfortunately, during recent periods of tightening credit, pres- 
sure from the demand side has been so insistent as to make it 
practically impossible to observe, as one would in a laboratory, 
the effects of tightening credit, and there remains a larger share 
of deductive reasoning rather than statistical inference in the above 
considerations than one would wish for. “ Unavoidably an im- 
portant question must remain unanswered. That question is whe- 
ther the response of the consumer instalment credit area as a 
whole to changes in credit conditions, and in particular to general 
monetary restraint, is sufficient either in degree or in timing to 
facilitate a national economic policy directed toward high and rising 
levels of activity without inflation”. Thus the study concludes the 
chapter dealing with the relationship between consumer instalment 
credit and the credit market. 


Much stronger evidence of the unstabilizing nature of consumer 
instalment credit would have been required to make a plausible 
case in favor of governmental credit restrictions, and while the 
Council of Economic Advisers has not reacted to the Survey, it is 
unreasonable to expect it to draw any but negative conclusions from 
the Board’s study. Nonetheless, an enterprise of such magnitude 
cannot help but focus increased attention on the existence of the 
problem. A greater awareness of the financial balance sheet of the 
American consumer is a useful development. It may in itself tend 
to dampen any excesses in consumer financing. 


Washington, D.C. Hans H. LanpsBerc 
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ASSETS 
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Cash, Balances with Bank of Italy & 
Money at call 

Treasury Bills . Pu. S 

Govt. or Govt.-guaranteed Securities 

Other Securities 

Bills discounted 

Advances and Loans 

Contangoes 

Due from Correspondents . 


Customers’ liabilities for guarantees, 
Acceptances, etc. 


Miscellaneous accounts . 
Participations ij eoen om 
Premises, Furniture ont Equipment 


Total . 


Securities deposited by third parties . 
Special guaranteed accounts 


Staff Retirement Fund & Provident 
Fund: Bank’s securities deposited as 
guarentee 


(Million lire) LIABILITIES 
Capital ; 1,150.0 
220,314.4 Ordinary Reserve Fund 9,540.0 
19,281.5 Staff Retirement Fund & Provident 
84,336.3 Fund Se 17,460.9 
12,180.6 Deposit & Current Accounts . 625,391.9 
226,472.1 Correspondents 71.751.2 
286 446.9 Foreign currency accounts . 37,508.4 
9,905.1 Circular cheques (assegni circolart) . 23,001.9 
28,717.5 Advances taken 27.9 
Bills for collection . 39,348.1 
92,951-5 Guarantees, Acceptances, etc. . 92,951 .6 
4,870.2 Miscellaneous accounts . 62,680.8 
a Unearned discount, etc. 3,637.2 
on Net profit . 1,026.2 
985,476.1 Total . 985,476.1 
306,336.8 Depositors of securities es 306 336.8 
9.2 Blocked accounts guaranteeing we 
accounts er 9.3 
Bank’s securities guaranteeing Staff 
17,889.2 Retirement Fund & Provident Fund _ aah 
1,309,711.4 1,309,711.4 


AUTONOMOUS SECTIONS FOR SPECIAL CREDITS 


SECTION FOR CREDIT TO MEDIUM AND MINOR INDUSTRIES 


Capital, Reserves and Government Guarantee Fund L. 3,042,750,000 


SECTION 


FOR HOTEL AND TOURIST CREDIT 


Aggregate Capital and Reserves L. 954,483,593 


SECTION FOR CO-OPERATIVE CREDIT 


Capital and Reserves L. 2,710,692,911 - Government Guarantee L. 2,000,000,000 


SECTION FOR MORTGAGE CREDIT 
Aggregate Capital and Reserves L. 2,775,500,496 


SECTION FOR CINEMA CREDIT 
Aggregate Capital and Reserves L. 1,033,650,957 
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ALGHERO 
ANCONA 
Ascott PicENo 
AVELLINO 
Bari 
BENEVENTO 
BERGAMO 
BIELLA 
BoLoGNa 
BoLzANo 
BkEscIa 
Brunico 
CAGLIARI 
CARRARA 
CAsTEGGIO 
CasteL SAN GIOVANNI 
CATANIA 
CATTOLICA 
CHIETI 
CHIOGGIA 
CiviTaNova MarcHE 
CIVITAVECCHIA 
Como 
CoricLtaNo CaLaBRo 
CorTEOLONA 
CosENZA 
CREMONA 
CROTONE 
CuNEO 

Empoli 
FaBRIANO 
Fano 

FERMo 
FERRARA 


Representative Offices: 


Branch in Spain: 


BRANCHES IN ITALY 


FrorENZUOLA D’ARDA 
FIRENZE 
Foccia 
FoLicno 

Forti 
FRATTAMAGGIORE 
GENOVA 
GENOVA - SAMPIERDARENA 
Gorizia 
GrossETO 

JEs1 

LANCIANO 
L’AquiILa 
LaTINA CENTRO 
LATINA SCALO 
Lecce 

Livorno 

Lucca 
MACERATA 
MaNTOovA 
MERANO 
MEssINA 
MILaNo 
MoDENA 
MonsuMMANO TERME 
Napo.i 

Nota 

Nvoro 
OrIsTANO 
PaDova 
PALERMO 

PARMA 

Pavia 

PERUGIA 

PEsaRo 


PEsCARA 
PIACENZA 

Porto REcANATI 
Porto San GriorciIo 
Porto Torres 
Prato 

RAVENNA 

Reccio CALABRIA 
Reccio Emi1ia 
RicctonE Marina 
RIMINI 

Roma 

RosaRNo 
SALERNO 

San BENEDETTO DEL TRONTO 
SAssaRI 

SAVONA 

Scio 
SENIGALLIA 
SOTTOMARINA DI CHIOGGIA 
STRADELLA 
SULMONA 

TERAMO 

Torino 

TRENTO 

TRIESTE 

UpIne 

Ursino 

VENEZIA 
VENEZIA-MESTRE 
VERCELLI 
VERONA 

VICENZA 
VoOGHERA 


DEPENDENCIES ABROAD 


NEW YORK - 1, Wall Street — LONDON E.C. 2 - 54, 
Threadneedle Street — PARIS - 4, Rue de la Paix 
FRANKFURT a.M. - 68, Bockenheimer Landstrasse 
RIO DE JANEIRO - Rua Visconde de Inhatima, 134 
MONTREAL - 1425, Mountain Street — CARACAS - 
T.LE.C., Avenida Urdaneta - Edif. Sudameris. 


MADRID - Calle Principe, 12 
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